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Accounting News And Trends 


Consistency and a First Engagement 


The problem of the first engagement 
and the requirement that the account- 
ant’s report should state whether ac- 
counting principles “have been consis- 
tently observed in the current period 
in relation to the preceding period” is 
discussed by the Accounting Principles 
and Auditing Procedures Committee 
of the Michigan Association of CPAs 
(THE Micnican CPA, October 1958). 
The majority of the committee agreed 
that: 

1. If the preceding period was not 
examined by the reporting accountant 
or by another accountant, the report 
should deny an opinion as to consis- 
tency. 

2. If the preceding period was ex- 
amined by another CPA, the account- 
ant should state or deny an opinion as 
to consistency, depending on the scope 
of the examination 
and the degree of his reliance on the 


accountant’s own 
preceding report. 

3. If in the preceding period an 
opinion on 'he income statement was 
qualified or denied, the accountant 
should qualify or deny an opinion as 
to the income statement’s consistency, 
unless the circurastances justify a clear 
opinion as to consistency. 

1. In reporting ox the client’s initial 
the accountant 


period of operation, 





AccounTING NEWS AND TRENDS is con- 
ducted by Cuaries L. Savace, CPA 
and member of the New York Bar. He 
is presently serving as a member of our 
Society’s Committee on Legislation. 
Dr. Savage is professor of accounting 
and chairman of the Business Adminis- 
tration Division of St. Francis College. 
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should omit a 
consistency with 
This point may 
mention, but the 
they have reports 
ants stated their 


statement regarding 
the preceding year. 
appear unworthy of 
committee states that 
in which the account. 
opinions that the ac- 


counting principles were applied on a 


basis consistent with that of the pre- 
ceding years, in spite of the fact that 
there were no preceding years. 


Scientific Records Management 

Of interest to many CPAs with small 
or medium-sized clients is the booklet 
“Scientific Records Management” re- 
cently published by the New York State 
Department of Commerce. Its 18 pages 
present some tested methods of reducing 
the cost, time, and error factors involved 
in keeping the myriad records of today’s 
business. 

In helping the businessman better to 
understand scientific record keeping and 
thus substantially reduce paperwork 
costs, the booklet analyzes common pa- 
perwork problems and points out that 
the average company: 

1. Wastes 65 cents of every dollar 
spent for paperwork operations. 

2. Spends $1.25 checking paperwork 
to save 87 cents. 

3. Dictates, types, proofs ard files 
hundreds of letters that need not be 
dictated, typed, proofed or filed in the 
first place. 

4. Allows files to crowd personnel 
and equipment out of valuable space. 

5. Buys labor-saving devices and 
business forms without realizing the 
savings. 

A feature of the publication is the 
“Data Rater,” by means of which the 
paperwork problems of the individual 
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firm can be analyzed and cost reduc. 
tions accomplished in such areas as 
record keeping, accounts receivable, 
payrolls, inventory, and record storage, 


Operating Results of Variety Chains 
Operating Results of Variety Chains 

in 1957 is the 27th annual survey by 

the Harvard Bureau of Business Re. 


| search on the sales, margins, expenses 


and profits of variety store chains. The 
report presents data gathered from 43 
chains operating 6,015 stores and doing 
more than 75% of this type of retail 


| business in the United States. Some 
| points of interest: 


1. Variety chains as a whole achieved 


| a moderate increase (1.7%) in sales 
| volume in 1957. 


2. The gross profit margin advanced 


| to an all-time high (38.99% of sales) and 
| rate of stock turnover fell to the lowest 


point (3.6 times) in the years for which 
data covering this industry are avail- 
able. 

3. The total expense percentage, how- 
ever, was also at a record high (34.5%) 


| and this resulted in the average operat: 


ing profit being below 4.5% for the 
first time since 1940. 

4. Dollar and percentage earnings, 
both before and after taxes, registered 
another in the series of declines which 
(with very few exceptions) has char- 


| acterized the industry in the postwar 
| period. 


5. The use of self-service with check- 
out continued to increase spectacularly. 
In 1957, chains representing more than 
95% of the volume covered in the study 
used self-service in at least some of 
their stores. 


The Accounting Profession in California 


What must certainly be the most 


| complete survey ever made of the ac- 


counting profession in a particular state 


| is the recently published The Publ 


Accounting Profession in California by 
Professor A. B. Carson. This 300-page 
study was financed from funds allocated 
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FOR THOSE WHO ARE PLANNING AHEAD 


Today, many of your clients are formulating new plans and pro- 
grams to meet the challenge of the coming upswing in the 
economy. As an accountant, you may be called upon frequently 
for counselling in such policy areas. 


To assist you in developing your own recommendations, we 
invite you to read a recently published booklet entitled, “The | 
Business Growth Plan.” This 16-page booklet discusses such 
vital matters as: 


e The three basic requirements for successful growth. 


e Ten common problems encountered by a growing 
business and how you can avoid them. 





e Five ways to side-step the pitfalls of overexpansion. | 


e How to get all the working funds you need without 
additional investment or borrowing. 


© How to by-pass the dangers of slow collections and 
credit problems without cutting sales volume. 


e How to plan for future sales and profit growth. 


Members of the accounting profession 
are invited to send for a copy of “The 
Business Growth Plan” with our com- 
pliments. Please feel free to request ad- 
ditional copies for your clients. Ad- 
dress your request, with quantity 
desired, to Mr. Walter M._ Kelly, 
President, Commercial Factors Cor- 
poration, One Park Avenue, New 
York 16, New York. 
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by the California legislature and was 
administered by the Bureau of Business 
and Economic Research of the Uni- 
versity of California, Los Angeles. 
This study is composed of two major 
parts—(1) a report of the practices 7 
of public accounting practitioners and ~ 
firms, and (2) a report of the character. 
istics, backgrounds, and professional — 
activities of individual CPAs and PAs, 
The first part is divided into seven sec. 
tions—the first four on practices in 
CPA offices and the last three on prae- 
tices in PA offices, while the second 
part has one section each on CPAs and 
PAs. } 
Since the number of CPAs in Cali- 7 
fornia is second only to New York and | 
since economic and sociological condi- | 
tions affecting the profession are quite © 
similar in both states, many of the 
survey’s findings would be of particular 
interest to New Yorkers. Listed below 
are a few items gleaned from the first 
or summary section entitled “Practices 


of CPA Offices.” 


1. Size of office. One-half of the 
individual practitioners had no em 
ployees. The typical non-national part- 
nership included two partners, three 
accountants, two other employees and 
one part-time employee. The * median 
pattern of local offices of national firms 
was: three partners, four supervisors, 
twenty two accountants, nine other em- 
ployees and two part-time employees. 

2. Monthly salaries of senior account- 
ants. The median of all offices was ap- 
proximately $540 (1956), which repre- 
sented an increase of about 19 per cent 
over the last five years. The national 
firms paid a little more and showed a 
slightly higher rate of increase. 

3. Basis of setting fees. Most practi- 


| tioners and non-national firms reported 
| that they based their fees “approximately 


15% 95% on a ‘time spent’ basis; the 
rest on a ‘what the job is worth’ basis.” 


| Most of the national firms based fees 


basis. 


: ” 
on a “time spent 
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4. Charges for staff persovnel. 
Charges for practitioners or pariners 
ranged from $5 to $40 per hour; for 
supervisors, from $5 to $20 per hour; 
for seniors, from $5 to $15 per hour; 
for semi-seniors, from $5 to $10 per 
hour; and for juniors, from $2.50 to 
$7.50 per hour. The size of the charges 
showed a noticeable relationship to the 
size of the practices. 

Some items on the characteristics 
and backgrounds of California CPAs; 


1. Of the total CPAs, about 70 per 
cent were in public practice, 25 per 
cent in private industry and education, 
and 5 per cent in government. 


2. The median age for the group 
was 38.8 years. 


3. Although not required for the 
CPA certificate in California, about 
73 per cent of CPAs held a bachelor’s 
degree from an accredited college and 
over 50 per cent of these classed them. 
selves as having been above-average 
students. 


4. About 37.5 per cent of all CPAs 
have engaged in some graduate study 
and over 15 per cent have received a 
graduate degree. 


APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


PITTSBURGH 6 CHURCH STREET atta 
PHILADELPHIA NEW YORK, N. Y. gq. routs 





























535 Fifth Ave. OX 7-0636 


J. M. TENNEY 
CORPORATION 


Realty Investments 


























ACCOUNTANTS 
NASSAU COUNTY 


Tax Returns Reproduced 
Thermo-Fax 


Free Pick Up and Delivery 
24 HR. SERVICE 
EDgewood 3-5154 




















850 





When writing to advertiser kindly mention The New York Certified Public Accountant December 








gen 
and 
hea 


sect 
whi 
to s 
ness 
nat 
the 

page 
havi 


1958 








inel, 
ners 

for 
our; 
our; 

per 
0 to 
irges 


» the 


istics 


PAs: 


) per 
per 


tion, 


‘roup 


the 
ibout 
elor’s 
- and 
them: 


erage 


CPAs 
study 
ved a 

















\ 








5. Those who left public accounting 
were asked their reasons. About 25 
per cent said they liked public account- 
ing but could not afford to turn down 
the opportunity offered, while 28 per 
cent said they liked public accounting 
but the compensation was relatively low 
so they sought alternative employment. 


6. Although the Catirornia <Ac- 
COUNTANT was the third most widely 
read magazine, almost 60 per cent con- 
ceded that they “never look at it.” 


Records Retention 


Of interest to all accountants is the 
first in a series of three guides pub- 
lished by the Controllership Foundation 
and entitled “Corporate Records Re- 
tention: Volume 1—A Guide to U. S. 
Federal Requirements” ($10 per copy, 
242 pages). Volume 2 of the series 
will cover Canada, and volume 3 State 
Governments. 

With the ever-increasing cost to bus- 
iness of retaining records, it is of great 
importance to draw up a realistic 
schedule of records retention. This 
series of reports is intended to serve 
both management and legal counsel as 
a practical guide for first reference to 
records retention requirements stated 
in laws and regulations. The method 
followed is to present appropriate ex- 
cerpts of the laws and regulations along 
with sufficient relevant text so that the 
excerpts are not out of context. 


The book might be divided into two 
sections. The first sets forth certain 
general requirements for all business, 
and groups the material under three 
headings: (1) taxation, (2) labor, and 
(3) securities. The second and major 
section forth references to laws 
which, in addition, pertain specifically 
to some 18 different industries or busi- 
nesses. Some conception of the detailed 
nature of this work can be gained from 
the fact that it takes some 19 oversized 
pages to list retention requirements 
having to do with tax records alone. 
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Staff Training and the Small 
CPA Firm 


Perhaps your readers would be inter- 
ested in certain comments which the 
writer presented recently to the Account- 
ing Society of Canisius College with 
respect to staff training and the smaller 
accounting firms. 

The graduate who goes to work with 
the so-called “small” accounting firm 
may not receive training courses, as 
such, but he has many more opportuni- 
ties for training that will make him a 
real “professional.” 

In the first place, with most of the 
small firms, the accounting and audit- 
ing is likely to be considerably diversi- 
fied. The junior accountant would 
swing from machine manufacturer to 
farm supplies, from retail merchandise 
to dairy, from oil production io bank- 
ing, from foundry to hardware store, 
from cemetery to charitable organiza- 
tion, from school to investment firm, 
and so on. In the small firm, juniors 
have the opportunity of working on a 
variety of engagements and thus of de- 
veloping, much faster, a well-rounded 
experience in many facets of account- 
ing work. 

One other most valuable training 
factor for the young man employed by 
the small firm is that he has an oppor- 
tunity to do some tax work. He fre- 
quently assists in preparation of federal 
and state tax returns in the course of 
current audit work. 

In the so-called “small” firm, the 
junior works directly with a member of 
the firm or with a senior supervisor. 
As questions arise as to procedure, he 
is able to actually work out the correct 
answer through practice instead of hav- 
ing to refer to an impersonal “manual ;” 
thus, he learns by actual doing with the 


‘ 
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Letters to the Editor 





experience of a practiced “hand” and 
it means much more to his eventual 
growth in the profession. 


Joun W. SANBorN, CPA 
(Percival G. Bixby & Co.) 
Buffalo. N. Y. 


Staff Competence 


I have often wondered why so many 
staff accountants, whether seniors, semi- 
seniors or juniors, have limited knowl- 
edge of the basic requirements con- 
nected with the examination of accounts, 
Is this due to the fact that their em- 
ployers either have no knowledge of 
its importance or that their only interest 
is to do the work of a bookkeeper? In 
the past few days I have interviewed at 
least fifteen applicants and have found 
but three who had an understanding of 
the underlying principles of auditing 
procedures. 

Is there a solution? The answer is 
“Yes.” It must come from the client, 
the accountant, the credit grantor. The 
client should know what procedures are 
being followed; in other words, what 
he is getting for what he pays. This 
applies equally to write-ups or examina- 
tions, particularly when an unqualified 
opinion is to be given. The client ex- 
pects that the accountant should have 
as much information about the internal 
system as does the bookkeeper whom 
he employs. Where the client is unin- 
formed, the accountant should explain 
the necessity of performing the service 
so as to satisfy the creditors who are 
the ones most interested. Last, but 
most important, is the credit grantor: 
he can best be served if he will include 
on his form the following question: 
Has this report been prepared after a 
review of the internal system? 
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THIS NATIONAL ACCOUNTING MACHINE is the 
key to successful operation at Columbia Tractor. 


“Our ational System 


“To properly serve our sixty-four dealers and to expedite the 
handling and analysis of dealer orders, we were prompted to 
install a National System,”’ writes L. C. Lachance, Treasurer of 
Columbia Tractor & Implement Co. ‘Our National System has 
allowed us to do just that—to improve the accuracy, speed and 
flexibility of service to our dealers. 

“Billing, accounts receivable and sales analysis must be ac- 
curate and up-to-date to properly serve our many dealers in 
Oregon, Washington, Idaho and Alaska. Our National Class 3100 
Accounting Machine has made it possible to speed the handling 
and analysis of dealer orders. Its automatic features enable us 
todo several jobs cag eninge ni po Ao igeal 
out spending extra time and effort. , 

“Further, we now have increased our Rack eae 
profits. Our National System saves us 
$4,100 a year which represents a return Treasurer of Columbia 
of 67% annually on our investment.” Tractor & Implement Co. 


THE NATIONAL CASH REGISTER COMPANY, Dayton 9, Ohio 
1039 OFFICES IN 121 COUNTRIES * HELPING BUSINESS SAVE MONEY 
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the harvest in the Northwest. 
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L. C. LACHANCE, Treas- 
urer of Columbia Trac- 
tor & Implement Co. 


saves us 4,100 a year... 


returns 67% annually.’ —cotumbia Tractor & Implement Co. 


Portland, Oregon 


Your business, too, can benefit from 
the increased efficiency made possible 
by a National System. Nationals pay 
for themselves quickly, then continue 
to return a regular yearly profit, For 
complete information, call your near- 
> National representative today. He's 
isted in the yellow pages 

of your phone book. eR 


"TRADE MARK REG..U. S. PAT. OFF, 
Obational 
ACCOUNTING MACHINES 


ADDING MACHINES « CASH REGISTERS 
nce paper (No Carson Requiazo) 
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Does your client need 


*Financing? 


Liberal loans on accounts 
receivable. 


For 30 years we have spe- 
cialized in liberal loans on ac- 
counts receivable. Simplest 
handling plans. Loans on 
machinery, too. 


Heclovs. 


Phone or write Mr. Dworsky 
FIDELITY FACTORS 
1440 Broapway, N. Y. 

LOngacre 5-3908 





























BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 
Established 1926 




















“Pm available for employment 


- I'm an Accountant. 
Of course, I’m registered #* 
at the MAXWELL : 
AGENCY. : 








Typical of the many screened | 
Accountants, Bookkeepers 
and other office personnel 
available through Maxwell 
Employment Agency. Lis 
your requirements. Expec' 
unusually good results. 


MAXWELL. 
employment agency : 
130 W. 42 St., N.Y.C. 36, N.Y. LOngacre 4-1740 
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Competition and fee are factors of 
primary importance to the practitioner, 
This is a selling job and one that re. 
quires assistance to obtain the desired 
result. I believe that the Society, 
through it’ Public Relations Committee, 
should prepare a pamphlet which would 
help sell the idea to clients. Such 
pamphlets would be distributed by the 
practitioner with, what I think would 
be, good results. 

This letter reflects, of course, one 
man’s opinion. Does it represent the 
opinion of many practitioners? If so, 
it would be constructive to learn what 
their thinking is on the points it raises. 


CuHaArRLEs HEcut, CPA 
(Charles Hecht & Co.) 
New York, N.Y. 


The CPA as “Public Business 
Health Consultant’ 


It would seem that CPAs serving 
smaller business organizations could 
broaden the recognition of the value of 
services they are equipped to render 
through well-planned “client education” 
programs. 

Without detracting from the CPA’s 
functions in tax planning and advice, I 
submit that the main emphasis should 
be on assistance in building and con- 
serving clients’ present wealth and in 
planning for their future prosperity. 
Many of the managerial and control 
techniques used by large successful com- 
panies arose out of audits and special 
studies based thereon. We CPA’s know 
it, but many of our smaller clients do 
not. 

A key factor in client education con- 
sists in securing acceptance of audit 
work sufficient to permit issue of un- 
qualified opinions. Against considera- 
tions of short-run economy should be 
set not merely requirements of regula- 
tory bodies or of present creditors, but 
also advantages in obtaining additional 
credit later under changed conditions 
and, more particularly, the provision of 
a degree of reassurance through control 
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ACCOUNTANTS’ SUPPLY HOUSE 


Vv 


518 ROCKAWAY AVE., VALLEY STREAM, L.I.,N.Y. ¢ 





NOTE NEW ADDRESS 


Vv 





LOcust 1-7700 








SENSITIZED PAPERS from A. S. H. 


(Samples on request) 


For Ozalid (Ammonia Development) type or 








2014 Ib. (Std Wt.) Black Line 

















Bruning (Moist Development) type process. Save 25% in printing speed. 


201% lb. (Std Wt.) Papers for Moist Development 























512 line papers are anproximately 2°% 
faster than even No. 510 line paper. All 
these papers (508, 510, and 512) are priced 
the sam:. Unis otherwise spec fied we 
will ship No. 510 line papers. *Standard 
Packages. Note: Packages cannot be broken. 





* Standard Packages. Note: 


Papers for Ammonia (B T 

Development (Ozalid) runing Type) 
Color of » Enice « | Color of Price 
Paper Size Our No. 100* 250* 500 Paper Size Our No. Bruning No. _—_-100* 500* 

j | White gr xt cio, ve 238 443 | White 8” x11” 7200EF 142ExtraFast 137 236 445 
Yellow 8'4”x11” 510Y 149 2.65 5.03 White 8Y4"x1l” ss 720%4EF 142 Extra Fast 1.37 2.36 4.45 
Blue 8 "x11" 510B 1.49 2.65 5.03 Yellow 84%"x1l” 720YEF 142 Extra Fast 1.49 2.65 5.03 
NOTE: 5,000 sheets combined less 5% Blue 84"x1l” ss 720BEF 142 Extra Fast 1.49 2.65 5.03 
The above B10 line papers are also available 
in our No. 598 line papers. ails ~~ 510 
J aper iS approximate 5% ete - - ‘é 

— oat "No. 508 pry . 508 line ree NOTE: 5,000 sheets combined less 5% 
correspond ito Ozalid 108 line papers in 
speed. Where extreme speed is required We can _ also unre papers in sheets up to 31”x42” and in rolls 
we can also suppiy our No. 512 line paper. up to 42” wide 0 yards long. Please advise your requirements, 


and we shall be laser to quote. 


Packages cannot be broken. 





“RS.” TRANSLUCENT PRINTING BY WHICH 
THE REVERSE SIDE OF THE TRANSLUCENT 
FORM IS PRINTED ONLY—Gives you clear, sharp 
copies. 


All forms will be available only in Pads of Indi- 
vidual Pages, 25 Seets to a Pad. Thus for 50 
complete sets of 1040, it is necessary to order two 
pads each of pages 1, 2, 3, 4. 


SAVE: With Pads of Individual Pages you ¢> not 
pay for pages in collated sets that you will not use. 
You buy only what you need. 


/ 


Use this coupon for your 
free samples. 





THE NEW “R.S.” TRANSLUCENT FEDERAL TAX FORMS 
(Samples on request) 
“R.S.” Our Rx for Your Translucent Problems. For Ozalid, Bruning 
and Other Direct Copy Equipment 


PADS OF INDIVIDUAL PAGES—25 SHEETS TO A PAD 


Form 
No. 
1040 
1040C 
1040D 
1099 
104/0ES 
1040F 
1041 
1065 
1120 
a 20D 





509 or 
1-9 10-40 50-99 100-199 200-499 more 
-40 32 .29 aa ah -20 
-40 RK Y 29 23 21 -20 
-40 32 29 aa 21 .20 
20 18 a 
20 18 ae 
40 36 Pe at 25 24 
40 36 aa Bs 25 24 
40 34 31 26 24 Py 
-40 34 31 .26 24 .23 
.40 .34 31 -26 24 23 


ALL PADS OF INDIVIDUAL PAGES MAY BE 


OTE: L 
COMBINED FOR QUANTITY PRICE EXCEPT 1040ES 
and 1099. 
Please specify when ordering how many pads of each page 
are required of a given form. Please note we can’t deviate 


from government authorized forms. 


As soon as your Sta‘te 


forms have been approved by your State Board of Taxa- 
tion. we shall be happy to print the forms for you. Please 


notify us and submit 


forms. 


WRITE FOR PRICE ON | acaaaiaeanaal 
COLUMNAR PA 





CCOUNTANTS’ SUPPLY HOUSE 


aa 


0) Send Free Copy of 1959 Catalog. 
LIST 


NAME 
ADDRESS 


18 Rockaway Ave., Valley Stream, L. I., N. Y. 


BELOW BY NO. SAMPLES DESIRED 


NY12 


Pool your order with that of your 
fellow accountant to take advan- 
tage of our 


FREE DELIVERY POLICY 
New York om & Nassau 

County... a ... $10.00 or more 
50 mile radius ‘of Valley 

Stream .— 20.00 or more 
5) to ay mile radius of 

Vailey d 6 
East of ma ‘River 


. 50.00 or more 
i. 100.00 or more 
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SAVE .... 


AVOID ... 


STANDARD . 
PERMANENT 


ACCOUNTANTS ... 
. - - BOOKKEEPERS 


TIME IS 


MONEY!! 


15 to 60 minutes each 
and every month on each 
and every account you 
service, and 

The costly errors incurred 
in tr posing col 
headings when carrying 
forward to the following 
page, and 

Col arr g ts 
for all journals using 
91,” x 11%” sheets, and 
records are simple and 
neater; merely file the 
Columnar Guides@ with 
your journal sheets at the 
end of the fiscal year, 
with 








COLUMNAR GUIDES® 


Sold_in sets of 100 columnar sheets and the 
COLUMNAR GUIDES©. Indicate number of 
columns wanted per sheet, with or without 


name space or double page. 

List Price ONLY $3.50 per set.* 
*Accountant’s discount—20% 
ACCOUNTANT?’S AID 
46 WEST SUNRISE HIGHWAY 
FREEPORT, L. I., NEW YORK 
FReeport 8-3066 

































Certified Property Appraisals 
for 
Small Business Loans 
Bank Credit 
Insurance 


APPRAISAL AFFILIATES, INC. 
335 BROADWAY, NEW YORK, N. Y. 
BA 7-3571 
























JUSTIN 









Investment 


Information 


42 Broadway 
New York 4, N. Y. 
Digby 4-7140 


JACOBS 


Peter P. McDermott & Co. 
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not fully attainable through personal 
supervision by top management. Trust 
can be abused by persons sufficiently 
familiar with weak or partly effective 
controls to devise schemes to evade or 
defeat them. Clients should be made 
aware that the remedy lies in mending 
their own fences in the field of controls, 
not in having the CPA who has reported 
thereon act as universal watchdog over 
all details. 

Once clients have been “sold” on the 
applicability and feasibility of effective 
controls, the CPA should stress the posi- 
tive and constructive features accom. 
panying the somewhat negative and 
static idea of protection. In particular, 
management’s work in day-to-day diree- 
tion should be eased, thus making avail- 
able time and energy for forward plan- 
ning. Moreover, the very building 
blocks for forward planning and budget- 
ing associated therewith come from cur- 
rent data obtained with the help of 
reliable controls. It should be possible 
for the CPA to arouse executive interest 
in forward planning, provided he has 
laid his groundwork carefully. 

From a gradual building up of “con- 
trol consciousness” by the CPA in 
smaller business enterprises may flow 
special assignments for management ad- 
visory services, many of which he may 
be particularly qualified to render even 
though he may, if he is wise, turn over 
others to more narrowly trained experts 
in particular fields. 

To sum up, the aim of client educa- 
tion should be to elevate the status of 
the CPA to that of “public business 
health consultant” retained for continued 
business, financial and accounting ad- 
vice just as attorneys are retained at this 
time. There is no reason why, with a 
flexible approach, one step at a time, we 
should not go a long way toward that 
aim. 

Joun Rapp, CPA 
(Fedde & Company) 

New York, N. Y. 


December 
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... if your clients require 


COMMERCIAL FINANCING 
OR FACTORING 


refer them to... 
JAMES TALCOTT, Inc. 


Talcott Financing and Factoring serv- 
ices have helped many successful 
businesses grow through the years. 
The progress of many clients par- 
allels their association with James 
Talcott, Inc., serving growing Ameri- 
can industry for more than a century. 


Accountants 


e Accounts Receivable (Non-Notification) @ Inventories 
. @ Machinery & Equipment e Instalment & Lease Sales 
\ @ Factoring (Notification & Non-Notification) 


JAMES TALCOTT. INC. 


FOUNDED 1854 
| NEW YORK | DETROIT 














CHICAGO 
209 SOUTH LaSALLE STREET 
Financial 6-1444 


221 FOURTH AVENUE 
1870 NATIONAL BANK BLDG 
ORegon 7-3000 WOodward 2-4563 








BRAND NEw -r — DISCOUNT Prices 
CALL TODAY! GR 7-0055 


SAVE $120 | 


AMERICAN AND INTERNATIONAL BRAND NAMES, 
ELECTRIC ADDING MACHINES (-+-, —, X, =) 
from $149 and up 


Ask us about famous ROTO DUPLICATORS 
BOOKKEEPERS and CALCULATORS 
AT GREAT SAVINGS 
neneugy See 
NEW YORK 3, N. Y. 
FREE PARKING... 














‘America’s thriftiest discount house of office machines” 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. 
“Business Opportunities” 15¢ a word, minimum $3.00. 
Closing date, 10th of month preceding date of issue. 


$2.00. 
words. 


“Situations Wanted” 10¢ a word, minimum 
Box number, when used, is two 


ADDRESS FOR “ya a oe number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. 


HELP WANTED 

Part-time, per diem, tax period, approxi- 
mately eight days month, closing and tax 
work, real estate experience helpful, state 
experience, availability, compensation. Box 
1576. 

CPA-Teacher, business school in medium 
sized Eastern City needs a top flight young 
CPA to head its accounting department and 
to act as a member of management, this is an 
unusual opportunity which merits investiga- 
tion. Box 1577. 

CPA-Attorney, tax specialist, man capable of 
initiating original tax thinking and planning, 
thoroughly experienced in research and _ re- 
view, essential to have good accounting back- 
ground, progressive medium midtown CPA 
firm, presently per diem, good opportunity for 
future partnership interest, free office facili- 
ties. Box 1597. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 
countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C., tele- 
phone LOngacre 4-1740. 

Financial Executive, CPA, law degree, over 
25 years extensive experience, public, private, 
presently employed assistant comptroller manu- 
facturing company, progress blocked, seeks 
more challenging opportunity, excellent refer- 
ences, $10,000, also available weekends to busy 
practitioner. Box 1578. 

CPA, member State Society and AICPA, 
broad diversified background, seeks per diem 
assignments in N. Y. C. or lower Westchester. 
Box 1579. 

Supervisor-CPA, over 20 years experience 
small and large firms, seeks position with 
partnership possibilities, willing relocate, in- 
vest. Box 1580. 

Secretary, statistical typist, CPA 10 years 


experience, permanent, IBM, available im- 
mediately, excellent references, $110. Box 
1590. 


Tax Season Employment desired 2-3 even- 
ings and Saturdays, three years public ac- 
counting and tax season experience, thorough 
knowledge federal-state corporation and indi- 
vidual returns. Box 1591. 

CPA, 36, Society member, seeks per diem 
work, available six days per month. Box 1594. 
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CPA-Attorney, LLM taxation, 10 years di- 
versified public accounting experience, experi- 
enced tax research, checking tax returns, plan. 
ning, examinations, protests, petitions, seeks 
tax position. Box 1596. 

Attention Accountants, accurate and attrac- 
tive typing of your reports and tax returns, 
mimeographing, reasonable rates. Call Sandra 
Goldsmith, MU 2-4777. 

Per diem Work, sought by CPA, N. Y,, 
N. J., AICPA, M.B.A.. NYSSCPA, 16 years 
experience, age 39. Box 1602. 

CPA, part-time, evenings, weekends, Queens 
or N. Y. City, nine years diversified experi- 
ence, automobile. HIckory 5-0629 or Box 1604, 
CPA-Attorney, LLM, former revenue agent, 
subsequently 15 years broad tax practice, spe- 
cializing estate planning, income tax, state, 
local taxes, research, review, opinions, exami- 
nations, protests, Appellate and other level 
conferences, petitions Tax Court, etc., avail- 
able per diem, part-time, other suitable ar- 
rangements. Box 1605. 

CPA, Phi Beta Kappa, MBA, Society mem- 
ber, 12 years public accounting experience, 
desires private accounting position. Box 1607. 
CPA, tax accountant, LLM taxation, experi- 
enced tax research, planning, protests and 
petitions, available per diem N. Y: C. area. 
Box 1608. 

CPA, available per diem for tax work, plan- 
ning, research, will provide tax department 
functions for small practitioner. Box 1609. 
CPA, Society member, broad diversified pub- 
lic practice, thoroughly experienced taxes, re: 
viewing, audits, available per diem _ basis. 
Box 1613. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 

Practice Wanted, substantial terms, know- 
how offered overburdened or retired practi 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 1582. 

Well Equipped CPA Firm, will purchase 
all or part of the practice of overburdened 
or retiring accountants, substantial cash or 
attractive retirement arrangements will be 


offered. Box 1583. 
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BUSINESS OPPORTUNITIES 


CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting bac -kground, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, replies 
held — confidential. Box 1584. 

CPA, 34, with 14 years varied, top grade 
ed 2S experience, seeks acquisi- 
tion of accounts, practice or partnership in- 


terest. Box 1585. 
CPA Firm, excellent reputation, seeks pur- 
chase of clientele grossing $5,000-$25,000, 


will pay substantial cash or make other de- 
sired financial arrangements, past experience 
assures successful take-over. Box 1586. 
Practice, Accounts Wanted, well estab- 
lished firm will purchase, manage or arrange 
retirement income plan. Box 1587. 

CPA, 38, now earning $9,000 as partner in 
medium CPA firm, seeks progressive and 
srowth minded firm, willing to relecate. Box 
1588. 

CPA, top qualifications, modest clientele, free 
time, seeks association with overburdened or 
retiring practitioner. Box 1589. 

CPA, 43, desires purchase practice, substan- 
tial terms, capable rendering highest quality 
services small and large accounts, excellent 
background. Box 1581. 

For Rent, furnished one room office in mid- 
town office building, separate entrance, no 
window. Call CH 4-2572. 

Wanted, accountant to share space or rent 
whole office in bustling Long Island commun- 
ity. Write to Box 1592. 

CPA Firm, diversified experience, seeks ac- 
quisition of $5,000 to $25,000 gross practice 
or quality individual accounts, attractive cash 
terms available. Box 1593. 

CPA, 36, AICPA, NYSSCPA, Nassau office, 
$8,000 gross practice, substantial free time, 
will service, buy or share interest in accounts. 
Box 1595. 

CPA Firm, desires purchase $20,000-$25,000 
practice in N. Y. Metropolitan area, substan- 
tial cash available, have capable staff. Box 
1598, 

CPA Firm, desires to purchase practice or 
associate with retiring practitioner, immediate 
liberal terms or mutually attractive plan. Box 
1599 

CPA-Attorney, tax specialist, former revenue 
agent and technical adviser will act as your 


tax department, conducting tax and estate 
planning, research, and litigation, mutually 
acceptable arrangement. Box 1600. 

Office Space Wanted, with other practi- 
tioners, two man staff, have Bruning #110 
Copy-Flex, electric IBM _ executive  type- 
writer, Olivetti, tax service, share expenses 
and benefit mutually. Box 1601. 


Practice, individual accounts, or partnership 
interest desired by a CPA, N. Y., N. J. 
AICPA, age 39, substantial cash available, 
presently grossing $11,000 with 50% free 
time, also arrangements for managing a prac- 
tice. Box 1603. 
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Large Private Furnished Office, on Madi- 
son Avenue, 250 sq. ft., in dignified suite, 
prestige building, all secretarial services avail- 
able, lease optional, reasonable rent. 295 
Madison Avenue, 41st Street, Room 400, 
MU 3-3317. 

Private Office, in CPA suite, Grand Central 


area, receptionist and _ secretarial services 
available. Box 1606. 
Ozalid Bambino, little used, in excellent 


attractively priced, contact The 
Inc., 11 Emerald Street, Hacken- 


condition, 
Nycal Co., 
sack, N. J. 
Two CPAs, have office space in New Hyde 
Park which they wish to share with practi- 
tioner, mutual benefit. FL 2-6562. 
Statistical Typing, reports, tax returns accu- 
rately and attractively typed, thoroughly 
checked, highly experienced, reasonable rates. 
Anne Steinfeld, RO 4-7539, RO 4-9675. 

16 Court Street, Brooklyn, small office avail- 
able, reasonable. UL 5-3269. 

CPA Firm, small, through association will 
provide continuity, coverage and assume tax 
burdens for practitioner, feasible working ar- 
rangements. Box 1610. 

Garden City, Franklin Bank Building, office 
in law suite for CPA, January 1 occupancy. 
PI 6-7100 or Box 1611. 

CPA, desires office, preferably in midtown 
Manhattan, will share offices with other ac- 
countants. Box 1612. 

CPA, mature, good background, with small 
profitable practice and considerable available 
time, seeks association with young practi- 
tioner, office space and telephone service avail- 
able, continuity and coverage a factor. Box 
1614. 
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WANTED! 


TO PURCHASE 


MFG. PLANTS 


BUSINESSES 
ESTATES 


Inquiries Invited—Strictest Confidence 
DAVID NEEDLEMAN 
370 SEVENTH AVENUE 
New York 18, N. Y. BRyant 9-5115 
BROKERS PROTECTED 
861 








does the 


RENT SECURITY 


your clients hold earn its keep? 









Suggest to the Landlords and Real Estate Agents among 

your clients that they use a single Ninth Federal RENT 
SECURITY Trust Account for all the security funds under their 
control. Then RENT SECURITY will ‘earn its keep’’— -+- PLUS! 
The share of each tenant will be insured to $10,000. by the 
Federal Savings & Loan Insurance Corporation. You, individually, 
or on behalf of a corporation (within a $10,000. limitation) 
are always welcome to use our many services. Drop 
in at any office and learn why NINTH FEDERAL 

is really the HOME OF SAVINGS + PLUS. 





SS 


NINTH FEDERAL SAVINGS 
AND LOAN ASSOCIATION 


Manhattan — WI 7-9119. Hours: Monday thru Thursday 9-3; Friday 9-6 “™ .. : 
1457 BROADWAY at Times Square, N. Y. 36 805 U. N. PLAZA at E. 45th St. N. Y..17 
Bronx — Hours: Monday 9-3 and 5-8; Tuesday thru Friday 9300 
66 E. BURNSIDE AVE. at Walton Ave., Bronx 53 1580 WESTCHESTER AVE. at Manor Ave., Bronx 72 
NINTH FEDERAL SERVICE —Complete...Prompt...Courteous __ 
Resources over $100 Million 

















Po Most C.P.A.’s in public practice need insurance for 
lente Loss of Income and Medical Expense during periods 
& of disability. 
Sickness Up to $100 Weekly Indemnity, $12 Daily Hospital, 
Insurance $300 Surgical and $5,000 Major Medical available 
to qualified members of the N. Y. State Society of 
C.P.A. at exceptionally favorable cost. 
. 
Hospital, Surgical and Major Medical optional for 
Under N. Y. Dependents. 
State Society’s Over 4700 Society members are now insured. For 
Group Plan full particulars write or phone 


HERBERT L. JAMISON & Co. 


Brokers for Society’s Group Accident & Health Insurance Plan 


270 MADISON AVENUE, NEW YORK 16 ° Murray Hitt. 9-1104 
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We Push 
Buttons 


to Help — 
. Four out of five companies like 
Your Clients those you serve have at least one 


. clerical operation that can be 
Cut Clerical handled most economically by 


, Costs today’s push-button methods. 
es 










STATISTICAL provides a serv- 
ice through which any com- 
pany — large or small — can 
make use of the latest punched- 
card tabulating techniques, without 
investing in additional manpower and 
equipment. 

On the other hand, where your cli- 
ents have tabulating departments, 
STATISTICAL can help them cut costs, 
too, in handling their overloads, con- 
versions or special assignments. 

No matter which of these services is 
called for, our methods engineers will 
be glad to work with you in giving 
your clients the benefits of push-button 
techniques. 
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SEASON’S GREETINGS 





from all the members of the Meadow Brook family 

The 1100 people who are the Meadow Brook National Bank of Nassau 
County extend best wishes for the holiday season. We look forward 
to the continuing opportunity to serve you and your clients. Perhaps 
you will find that Christmas expenses in business will require additional 
funds. If so, why not inquire about our Accounts Receivable program, 
which requires no notification and obligates the client to no fixed 
maturities or tenure. 


WRITE OR PHONE MR. HENRY DENGEL 
WEST HEMPSTEAD, N. Y. IVanhoe 1-9000 


OK 


meatrtioncal hank 
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Members of our Society’s committee on federal taxation 
discuss some of the major provisions of the Technical 
Amendments and Small Business Tax Revision Acts of 
1958. The series of articles will be continued in subse- 
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quent issues. 


Article I of a Series 


The Election of Corporations 
to be Taxed as Partnerships 


By NATHAN EIDENBERG, CPA 


Introduction 


The novel concept that a corporation 
could elect not to be subject to the cor- 
porate income tax, and instead have its 
net income or loss taxable to or de- 
ductible by its stockholders, was first 
proposed by the Senate Finance Com- 
mittee when the Internal Revenue Code 
of 1954. was being enacted. It failed of 
passage. The Senate Committee, at that 
time, also drafted a provision to permit 
sole proprietorships and partnerships to 
be taxed as corporations. This was en- 
acted as Section 1361 of the 1954 Code 
and is still in effect, although an attempt 
was made by the House to repeal it as 
part of the Technical Amendments Act 
of 1958 on the ground that the provision 
had proved too difficult to apply in prac- 
tice. The House cited the fact that, 
four years after its passage, it had not 
yet been possible to prepare either final 


or tentative regulations under Section 
1361. 





NATHAN E1DENBERG, CPA, is a member 
of our Society’s Committee on Federal 
Taxation. Mr. Eidenberg is a partner in 
the firm of S. D. Leidesdorf & Co. 
Certified Public Accountants. 
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The Senate Finance Committee, how- 
ever, felt that the provision giving pro- 
prietorships and partnerships the right 
to be taxed as corporations, should be 
retained. That committee also proposed 
as part of the Technical Amendments 
Act of 1958, and as a complement to 
Section 1361, to grant corporations an 
election not to be subject to the cor- 
porate income tax. The Senate Com- 
mittee version prevailed and, as a result, 
proprietorships and partnerships on the 
one hand, and corporations on the other, 
may now step into each other’s tax 
shoes, as it were. 

The new statute is contained in Sec- 
tions 1371-1377, constituting Subchap- 
ter S of Chapter 1 of the Internal Reve- 
nue Code. It is effective for taxable 
years beginning after December 31, 
1957. 

When a corporation elects to come 
under the provisions of Subchapter §, it 
is designated by the statute as an 
“electing small business corporation.” 
The reference to “small business” in 
the title derives from the fact that only 
closely held corporations, having no 
more than ten stockholders, are eligible 
to make the election. Other than this 
limitation as to the number of stock- 
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holders, there is no other restriction on 
the size of the corporation in terms of 
assets or otherwise. 

An electing corporation ceases to be 
subject to the taxes levied on corpora- 
tions by Chapter 1 of the Internal Reve- 
nue Code. These are the normal tax 
and surtax, including the alternative 
tax on long-term capital gains, the 
penalty tax on improper accumulations, 
and the personal holding company tax. 
The taxable income of the corporation 
or its net loss is computed, however, as 
that of a corporation, with certain im- 
portant exceptions referred to later. The 
resulting net income or loss is added 
to or deducted from the taxable income 
of the shareholders. This, in broad 
terms, is the effect of an election. 

Thus, for the first time taxpayers are 
free to choose the corporate form of 
doing business without the correspond- 
ing corporate tax. They will benefit tax- 
wise if their own tax rates are lower 
than the corporate rate, if the corporate 
enterprise shows a profit. If the opera- 
tions of the corporation result in a loss 
the stockholders can apply such loss 
against their other income. In some 
instances the new provisions seem to 
lend themselves to rather spectacular 
savings. Primarily, the purpose of this 
article is to present an analysis of the 
new provisions. 


Eligibility Requirements 

The new provisions apply to corpora- 
tions and other entities such as partner- 
ships and trusts, which, because they 
have the characteristics of corporations, 
are considered as associations taxable as 
corporations. To be eligible a corpora- 
tion must meet the following conditions. 

Place of organization. Only domestic 
corporations are eligible. These are 
corporations organized under the laws 
of the United States or under the laws 
of any state or the Territory of Hawaii. 
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Number and kind of stockholders. 
The corporation may have a maximum 
of ten stockholders who are either in- 


dividuals or estates. Nonresident aliens 
may not be stockholders. Trusts, part- 
nerships or other corporations may not 
be stockholders. 

Stock. The corporation may have 
only a single class of stock. While not 
completely free from doubt, it is prob- 
able that this refers to issued rather 
than authorized stock. This is borne 
out by the discussion in the Senate 
Finance Committee Report dealing with 
the circumstances whereby an electing 
corporation loses its election by ceasing 
to be eligible. That Report refers to a 
corporation issuing another class of 
stock as a basis for forfeiting its election. 
Furthermore, different classes of stock 
should be avoided even if the differences 
between the classes are of a minor 
nature. 

Affiliated groups. The corporation 
may not be a member of an affiliated 
group of corporations eligible to file a 
consolidated return. This excludes cor- 
porations who own 80 per cent or more 
of the stock of another corporation with 
which a consolidated return may be 
filed. A corporation which becomes an 
electing corporation when it is not a 
member of an affiliated group, does not 
thereafter lose its status as an electing 
corporation if it later acquires an 80 
per cent or more subsidiary. This is so 
because a corporation which has become 
an electing corporation is, by statute, 
no longer eligible to be included as a 
member of an affiliated group for con- 
solidated return purposes. (Section 
1504(b) (8) of the Code, as added by 
Section 64(d)(3) of the Technical 
Amendments Act of 1958.) 

Even if a corporation meets the fore- 
going requirements and makes a valid 
election under Subchapter S, the election 
will be terminated if for any taxable 
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year, including the year of election, it 
has gross receipts from the following 
sources to the extent indicated: 

1. Foreign income. More than 80 
per cent of its gross receipts are from 
sources outside the United States. 

2. Personal holding company income. 
More than 20 per cent of its gross 
receipts are from royalties, rents, divi- 
dends, interest, annuities and sales or 
exchanges of stock and securities. In 
the case of sales or exchanges of stock 
and securities, gross receipts means the 
gains from such sales or exchanges. 

It is to be noted that the income test 
is in terms of gross receipts, not gross 
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income. 


Thus, in the case of a mer- 
chandising business it is the sales rather 
than the gross profit on sales which 
enter into the computation. 


Although the statute does not favor 
the use of the new provisions by corpo- 
rations with the personal holding com- 
pany type of income listed above, it is 
still possible for a personal holding 
company to be eligible as an electing 
corporation. This results from the use 
of gross receipts as the test under Sub- 
chapter S and the use of gross income 
in the case of personal holding com- 
panies. For example, assume the follow- 
ing facts: 

Persona! Holding 














Subchapter S Company 
Receipts % Gross Income % 
BAB of sussiciniseincere eee oueee « $192 $192 80% 7 
WiBt Oh BALES os ee crests svcd pes 180 
GrOes DEON EY adiciacteterecceoaes § 1 $12 20% 
MMEIONUG: «6. .osoenicicees sao cnea Ne 48 48 20% 48 80% 
Total gross income ......... $ 60 $240 100 0 $60 100% 


The limitation on rental receipts will 
rule out real estate companies. The 
question has been raised whether cor- 
porations operating hotels, motels, 
boarding houses and the like will also 
be barred because of the rentals from 
rooms. It is interesting to note that 
in another connection the Commission- 
er’s regulations hold that where space 
is rented and services are rendered to 
the occupant such as in the case of 
hotel service, the receipts are not con- 
sidered rentals from real estate. (Reg. 
Section 1.512(c)(2).) These regula- 
tions deal with the taxation of unrelated 
business income of exempt organiza- 
tions. Rental income is generally ex- 
cluded from the definition of unrelated 
business income and is exempt from 
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tax. It is in this context that the 
regulations hold that hotel room rental 
is not rental from real estate and there- 
fore not exempt from tax. The rationale 
of the regulation is apparently based on 
the distinction between passive rentals 
requiring no day-to-day activity and 
rentals from a type of operation which 
requires the daily activity connected 
with the normal hotel operation. Wheth- 
er the Commissioner will apply this 
rationale to Subchapter S remains to be 
seen. 


The Election Under 
Subchapter S$ 


To come under the provisions of Sub- 
chapter S, an eligible corporation must 
file an election within a specified period 
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of time, and all of its stockholders must 
consent to such election. 

The general rule is that the election 
must be made during a period of two 
calendar months; the month preceding 
and the first month of, the taxable year 
for which the election is to be effective. 

There is a special rule for taxable 
years beginning after December 31, 
1957 and ending after September 2, 
1958. This includes the calendar year 
1958 and fiscal years ending January 
31, 1959 to and including August 31, 
1959. In these cases the election must 
be made on or before December 1, 1958, 
or the end of the taxable year, whichever 
is earlier. A corporation whose election 
is governed by the special rule can 
make such election even if it did not 
meet the eligibility requirements prior 
to September 3, 1958 (the day after 
the enactment date of Subchapter S) 
provided it does meet such requirements 
during the period from September 3, 
1958, to the day of the election. For 
example, a calendar-year corporation 
which has eleven stockholders from Jan- 
uary 1, 1958 to and including September 
1, 1958, could make the election if one 
stockholder sells his stock to another 
stockholder on September 2, 1958. 

If the election is made on or before 
the first day of the taxable year all 
persons who were stockholders on such 
first day must consent. If the election 
is made after such first day, all persons 
who were stockholders on the day of 
the election must consent. Thus, if a 
calendar-year corporation elects on Jan- 
uary 25, 1959 for the year 1959, a 
stockholder who disposed of his stock 
on January 24, 1959 is not required or 
permitted to join in the election. 


How the Election is Made 


In Treasury Decision 6317, dated Sep- 
tember 25, 1958, the Internal Revenue 
Service has promulgated temporary rules 
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to guide taxpayers in making the clec- 
tion under Subchapter S. It provides 
that the election should be made by the 
corporation by filing Form 2553, con- 
taining the information required by 
such form with the district director with 
whom the corporation would be re. 
quired to file its income tax return were 
it not an electing corporation. The form 
is to be signed by the person or per- 
sons who are authorized to sign the 
corporation’s regular income tax re- 
turns. The aforesaid Treasury Decision 
provides that if Form 2553 is not avail- 
able, the election may be made by filing 
a statement containing the information 
required by Form 2553. Copies of the 
form or the information required by 
such form will be furnished by district 
directors upon request, according to the 
Treasury Decision. 

Taxpayers are reminded that an elec- 
tion is valid only if all persons who 
are shareholders of the corporation on 
the first day of the corporation’s taxable 
year, or on the day of the election 
(whichever is later), consent to such 
election. Such shareholder consent shall 
be in the form of a statement signed 
by the shareholders in which each such 
shareholder consents to the election of 
the corporation. The statement shall set 
forth the name and address of the cor- 
poration and of each shareholder, the 
number of shares of stock owned by 
each shareholder, and the date (or 
dates) on which such stock was ac: 
quired. The consents of all sharehold- 
ers shall be attached to the election of 
the corporation filed with the district 
director. If the election is made before 
the first day of the corporation’s tax- 
able year, the consents of persons who 
become shareholders after the date of 
election and on or before such first 
day, shall be filed with the district direc: 
tor with whom the election was filed 
as soon as practicable after such first 
day. In the case of a consent filed after 
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the date of election, a copy of the con- 
sent shall be filed with the annual infor- 
mation return which electing corpora- 
tions are required to file on or before 
the 15th day of the third month follow- 
ing the close of the corporation’s tax- 
able year. (The nature of this special 
return is discussed as the concluding 
section of this article.) Treasury Deci- 
sion 6317 states that in no event will an 
election be valid if the consents are 
filed after the last day prescribed for 
making the election. 


The Termination of an Election 


When an election is made it is effec- 
tive for the taxable year for which made 
and for all succeeding taxable years 
until terminated as outlined herein. 
Annual elections are not required. 

An election is terminated voluntarily 
as a result of a revocation by the cor- 
poration with the consent of its stock- 
holders or involuntarily either because 
the corporation ceases to be eligible or 
because ;new stockholders fail to consent 
to the election. 

Voluntary revocation. The election 
is irrevocable for the first taxable year 
for which it is effective. As to succeed- 
ing taxable years, the revocation is 
effective for the year made and _ all 
succeeding years if made within the first 
month of the taxable year. If the 
revocation is made after the first month 
of a taxable year it is not effective for 
that year but for all succeeding years. 
For the revocation to be effective at all, 
all stockholders on the day the revoca- 
lion is made must consent. 

Involuntary termination. If a new 
stockholder, other than one whose con- 
sent was required for the original elec- 
tion, fails to consent to the election 
within 30 days beginning with the day 
the new stockholder acquired the stock, 
the election is automatically terminated 
for the year during which the non- 
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consenting stockholder acquired the 
stock and for all succeeding years. The 
election of a corporation is also automa- 
tically terminated if it ceases to be 
eligible for any of the following reasons: 
its stockholders exceed ten in number; 
any portion of its stock is acquired by 
other than an individual or an estate, 
or is acquired by a nonresident alien; 
the corporation issues another class of 
stock; the gross receipts for a taxable 
year from sources previously described 
exceed the permissible percentages pre- 
viously referred to. 

If an election is terminated or re- 
voked, the corporation cannot again 
make an election until five taxable years 
have elapsed since the last year for 
which an election was effective, unless 
the Commissioner consents to an earlier 
election. 


Taxability of Corporate 
Net Income to Stockholders 


The taxable income of an electing 
corporation is determined for its tax- 
able year in the same manner as though 
an election had not been made, with 
two important exceptions: (1) no net 
operating loss deduction is allowed, and 
(2) the 85 per cent dividends received 
deduction is not allowed. Note that 
although net operating loss deductions 
are not allowed, capital loss carryovers 
are permitted against capital gains, as 
well as the carryover of excess charit- 
able contributions within the permissible 
two-year period. 

The taxable income of the corpora- 
tion, computed as described, is taxable 
to the stockholders as follows: 

Cash dividends. To the extent that 
cash dividends are paid during the 
corporation’s taxable year up to the 
amount of that year’s taxable income, 
such dividends are taxable to the re- 
cipient stockholders in the taxable year 
of the stockholder in which it is received. 
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Balance of income. The balance of 
the taxable income designated as the 
“undistributed taxable income,” is tax- 
able to those persons who are stock- 
holders at the close of the taxable year 
in proportion to their stockholdings. 
Such undistributed taxable income is 
taxable in the taxable year of the stock- 
holders in which or with which the tax- 
able year of the corporation ends. 


Example I. An electing corporation 
has taxable income of $50,000 for its 
fiscal year beginning October 1, 1958 
and ending September 30, 1959. 
Cash dividends are paid to its calendar- 
year stockholders as follows: 


November 1, 1958 ....... $10,000 
oO fap Pate |! Se rea 20,000 
The taxable income of $50,000 is 


taxable to the stockholders as follows: 


Calendar year 1958: 











ee Ee $10,000 
Calendar year 1959: 

cash dividend ......... $20,000 
constructive dividend, 

“undistributed taxable 

RAMNINEET Pacer cc wis ly 9 are 20,000 40,000 

1) RESP eran any gente eee $50,000 

Only dividends in cash are applied 


against the taxable income of an electing 
corporation in computing the balance, if 
any, of undistributed taxable income for 
the taxable year. Non-cash dividends, 
such as distributions in property, are 
treated as distributions to the stockhold- 
ers separate from and in addition to the 
taxable income of the electing corpora- 
tion. Such non-cash distributions are 
taxable as dividends to the extent of the 
corporation’s earnings and profits accu- 
mulated after February 28, 1913, or to 
the extent that the earnings and profits 
of the year in which the distribution 
is made, exceed the taxable income of 
that year. 

Example II. In the following example 
it is assumed that the November 1, 1958 
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illustration 


distribution in the above 
was paid in property. 
Accumulated earnings and _ profits 


atOctober 1.1998 ss scainene $50,000 








Amount taxable to stockholders: 
Calendar year 1958: 
property dividend ........... 
Calendar year 1959: 
cash dividend ....... $20,000 
constructive dividend- 
taxable income, less 
cash dividend of 
$20,000 


$10,000 


50,000 


$60,000 











The taxable income of an electing 
corporation is taxable in the hands of 
its stockholders as ordinary income with 
one important exception. Net long- 
term capital gains retain their character 
as such in the stockholders’ hands. The 
amount of such net long-term capital 
gains is limited to the corporation’s tax: 
able income. If a portion of an electing 
corporation’s taxable income consists 
of net long-term capital gain, that same 
portion of cash and constructive divi- 
dends is deemed to consist of net long: 
term capital gain. Thus in Example I, 
above, if the taxable income of $50,000 
included a net long-term capital gain 
of $20,000 or 40 per cent of the taxable 
income, the taxable income would be 
taxable as follows: 




















Long-term 
Capital Ordinary 
Total Gain Income 
Calendar year 
OT Ee $10,000 $4,000 $ 6,000 
Calendar year 
1959: 
cash divi- 
dend .. $20,000 $8,000 $12,000 
constructive 
dividend 20,000 8,000 12,000 
$40,000 $16,000 $24,000 
Totals .. $50,000 $20,000 $30,000 
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The taxable income of an electing 
corporation taxable in the hands of 
stockholders either in the form of actual 
cash distributions or as “constructive 
dividends,” is not accorded the special 
dividend benefits such as the $50 ex- 
clusion and the 4 per cent dividend 
credit, nor is such income eligible for 
the retirement income credit. This is 
because the corporate income escapes 
the corporate tax. 


Net Operating Loss Deductible 
by Stockholders 


The net operating loss of an electing 
corporation is computed in the same 
manner as corporations in general with 
the principal exception that the divi- 
dends received deduction is not allowed. 
The net operating loss is allowed as 
a deduction to each person who was a 
shareholder at any time during the loss 
year. The amount of the loss deduct- 
ible by each stockholder is based on 
the percentage of stock owned and the 
portion of the year such stock was 
owned, the latter being computed as a 
percentage that the number of days the 
stock was held bears to the days in the 
taxable year. For example, if a person 
owned 25 per cent of the corporate 
stock for half of the year, that person 
would be allowed as a deduction 1214 
per cent of the net operating loss. In all 
cases the loss is deductible by each 
stockholder only in the stockholder’s 
year in which or with which the tax- 
able year of the corporation ends. 

The amount of the loss deductible by 
a stockholder cannot exceed the income 
tax basis of that stockholder’s invest- 
ment in the corporation represented by 
stock in and loans to the corporation. 
As to stock owned at the close of the 
taxable year, the basis is determined at 
the close of the taxable year. In the 
case of stock sold or otherwise disposed 
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of during the year, it is the basis of 
the stock so sold or disposed of. If a 
portion of the stock is sold during the 
year, the limitation, to the extent of the 
stock investment, is apparently the sum 
of the basis of the stock sold during 
the year and the basis of the stock held 
at the close of the year. Presumably, 
this is the rule irrespective of purchases 
and sales of stock during the year. The 
loss limitation would be computed as 
follows in the following illustrations: 


Example I. 
Basis of 1,000 shares owned, January 1, 1958: 














Lot:Ay G00 shares. cccsecktcces $ 6,000 
Lot F400 shares. 2... ceskenece 5,000 
EQUA vccniveneceumaneceen $11,000 

April 1, 1958, sold 500 shares of 

BO) AS Dae Ge a cbencaw eataeee $ 5,000 
Basis of 500 shares owned, 

December 31, 1958: 

Lot A, 100 shares ...... $1,000 

Lot B, 400 shares ...... 5,000 $ 6,000 

Loss Hnistiai. ce se ccc acadnee $11,000 








Example II. 


Basis of 1,000 shares owned, 
January 1, 1958: 
Lot A. GOQ shares... 5.0csese $ 6,000 




















Lot B, 400 shares: .:..0:éc0000 5,000 
WOME. ca Secdonecwocnadens $11,000 
March 1, 1958, 500 shares pur- 
ChasedtOe icccc ca cucnsnceesnns $ 6,250 
June 1, 1958, sold 500 shares of 
Lot: A—Hesie. otuevecsccuseses $ 5,000 
Basis of 1,000 shares owned, 
December 31, 1958: 
Lot. A, 100 shares: ......: $1,000 
Lot B, 400 shares ...... 5,000 
March i, 1958, purchase, 
5OO share <écc cece cs 6,250 12,250 
Lode Tittatieni ..5ceisecesnwces $17,250 








Loans payable by the corporation to 
a stockholder enter into the loss limita- 
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tion at either of two dates during the 
corporation’s taxable year: (1) at the 
end of the taxable year if any stock is 
owned by the creditor at that date, or 
(2) on the date during the taxable year 
that the creditor ceases to own any stock 
in the corporation. 


The basis of the stock in and loans to 
an electing corporation is affected by 
the corporate profits and losses which 
are taxable to or deductible by the 
stockholder in a manner to be discussed 
later. Generally, constructive dividends 
are added to and net operating losses 
are deducted from such basis. In deter- 
mining the loss limitation with respect 
to the net operating loss of a particular 
taxable year, the net operating loss of 
that year does not reduce the basis of 
the electing corporation’s stock and 
loans. 


The net operating loss allowed as a 
deduction by the stockholder is treated 
as a deduction attributable to a trade 
or business carried on by the stock- 
holder. Such loss can, therefore, give 
rise to a net operating loss of the stock- 
holder which is available as a carryback 
or carryover. To the extent, however, 
that a stockholder’s net operating loss 
is attributable to the loss of an electing 
corporation, it may not be carried back 
to a taxable year of the stockholder 
beginning before January 1, 1958. 


Treatment of Distributions 
of Previously Taxed Income 


As set forth above, the taxable income 
of an electing corporation is taxable to 
its stockholders whether distributed or 
not. To the extent that such taxable 
income is not distributed to the electing 
corporation’s stockholders during the 
taxable year of the corporation in which 
it is realized, it can be said to constitute 
a segregated pool of “tax paid” surplus 
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or earnings and profits. Such “tax 
paid” surplus is subject to reduction by 
net operating losses available as a de. 
duction to the stockholders. The bal- 
ance may be distributed to the stock- 
holders who previously included such 
corporate income in their personal tax 
returns, to be treated as follows: The 
distributions are applied against the tax 
basis of the stock and if in excess of 
such basis, the excess is treated as gain 
from the sale or exchange of property. 


In effect the aggregate of the “tax 
paid” surplus is allocated to the various 
stockholders on the basis of the undis- 
tributed income actually reported by 
each stockholder reduced by the allo- 
cable portion of the net operating losses 
available to that stockholder as a deduc- 
tion whether or not such losses were 
actually used. Only distributions made 
to the stockholders to whom the tax- 
paid surplus is thus allocable, and in 
amounts not in excess of such allocable 
portion, are eligible for the favorable 
tax treatment described. Thus tax-paid 
surplus allocable to stockholder A can- 
not be distributed tax free to  stock- 
holder B who acquired the stock of A. 


In order that any distributions be ac- 
corded this more favorable treatment, 
they must be distributed in a taxable 
year of the corporation during which 
it is an electing corporation. 

To avoid the complications arising 
from changes in stockholders it is de- 
sirable, wherever possible, to make rea- 
sonably prompt distributions of an 
electing corporation’s taxable income. 
If such distributions are not made it 
would appear necessary that an electing 
corporation maintain a record of each 
stockholder’s share of the undistributed 
or tax-paid surplus. Even if an electing 
corporation distributes promptly what it 
considers to be its entire taxable in- 
come, such income may be increased 
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later as the result of a subsequent ex- 
amination by the Treasury Department. 


Tax Basis of Stock In and Loans 
To an Electing Corporation 


The basis of the stock is increased 
by the portion of the taxable year’s un- 
distributed taxable income allocable to 
such stock. It is reduced by its allocable 
portion of the corporation’s net operat- 
ing loss but not below zero. To the 
extent that such loss exceeds the basis 
of the stock, such excess is applicable 
to the basis of corporate loans payable 
to the stockholder, but not below zero. 


Although the statute is not clear on 
the point, it would appear that the re- 
duction of stock basis by net operating 
losses is applied in conformity with the 
changes in the amount of stock held 
during the loss year. For example, an 
electing corporation sustains a net oper- 
ating loss of $10,000. Stockholder A 
held 50 per cent of the stock for the 
first half of the year and 25 per cent 
during the second half of the year. A’s 
share of the loss is $3,750 (50% of 
$5,000 and 25% of $5,000). It would 
seem that A’s stock held at the close of 
the year should be reduced by $2,500, 
being that portion of the loss attribut- 
able to the stock owned throughout the 
taxable year of the corporation. The 
remaining $1,250 of A’s share of the 
loss would be applied in reduction of the 
basis of the 25 per cent of the stock 
disposed of at the close of the first half 
of the year. 


Special Rules re: Earnings and 
Profits of an Electing Corporation 


Since the current undistributed tax- 
able income of an electing corporation 
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is separately segregated as tax-paid sur- 
plus, it is not considered as a part of 
the corporation’s accumulated earnings 
and profits at the close of the year. 
The current earnings and profits are 
not reduced by any amount which is 
not deductible in determining the tax- 
able income of an electing corporation 
for such year. Accumulated earnings 
and profits are so reduced. According 
to the Senate Finance Committee Re- 
port “this rule is necessary in order 
that a corporation may not decrease its 
current earnings and profits by expen- 
ditures and losses which do not qualify 
as deductions for Federal tax purposes, 
and thereby defeat the general purpose 
of taxing the corporation’s taxable in- 
come as dividends to the shareholders.” 


Neither current nor accumulated earn- 
ings and profits are reduced by the net 
operating loss of an electing corpora- 
tion allowable as a deduction by its 
stockholders. As to this provision the 
Senate Finance Committee Report states 
that since such losses are allowed as de- 
ductions to the shareholders, and since 
a reduction in a corporation’s earnings 
and profits has the potential effect of 
allowing earnings to be withdrawn in 
the form of capital, a double benefit to 
the shareholders might result from a 
net operating loss in the absence of this 
provision. 


Special Return Required 
by an Electing Corporation 


Since an electing corporation is not 
subject to tax it is not required to file 
a corporate income tax return. How- 
ever, it is required to file an informa- 
tion return on which is to be reported its 
items of income and deductions as well 
as certain additional information as may 
be required by regulations. Should it be 
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ultimately determined that the corpora- start the statute of limitations on as- 
tion is not entitled to the provisions of sessment and collection of any cor. 
Subchapter S, such return will serve to porate tax found to be due. 





Partners’ Income Taxes 

A partnership, as such, is not subject to Federal income taxes. 
The income credited to the partners is taxable to them _ individually, | 
often in accounting periods different from the accounting period of 
the partnership. Although no liability for partners’ income taxes is 
normally shown on a partnership balance sheet, the financial statements 
would often be incomplete if a disclosure is not made as to the estimated 
income tax liability of the partners attributable to the partnership income, 
particularly if the partners must make withdrawals with which to pay the 
taxes. You may say that a partnership balance sheet has little value for 
credit purposes and that a credit grantor should require balance sheets 
from each of the partners. But there are experiences of partnerships whose 
partners have all of their business assets in the firm, keep no individual 
books, have no consequential liabilities other than income taxes, and will . 
draw from the firm to pay their taxes when due. I have known credit 
grantors, in such situations, to use a partnership balance sheet as an in- | 
dicator of the financial position of the business, Failure to disclose the 
tax liability in such a case would be an incomplete presentation of the 
financial position and earnings. 


Harry D. Hopson, “Responsibilities for Adequate Disclosure ( 
in Financial Statements,” THe Texas CPA, November 1958 
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Technical Amendments and Small Business Tax Revision Acts of 1958 


Article II of a Series 


Collapsible Corporations 


By HERBERT H. SCHUELLER, CPA 


Introduction 


When Congress enacted the first col- 
lapsible corporation provisions in 1950, 
the purpose behind this legislation was 
to prevent taxpayers from converting 
what is economically ordinary income, 
like moving picture rentals and building 
contractors’ sales profits, into capital 
gains which are capital merely in form 
and not in substance. However, in en- 
acting the far-reaching Section 341 of 
the 1954 Code the legislators evidently 
overshot their mark. Application of the 
provisions of the 1954 law often resulted 
in turning true capital gains into ordi- 
nary income and in disrupting seriously 
ordinary and legitimate business trans- 
actions. In order to alleviate this in- 
justice Congress in 1958 added subsec- 
tion (e) to the old provisions of Sec- 
tion 341, 

Subsection (e) is a maze of lengthy 
and often obscure provisions. The first 
sentence alone contains about 480 words, 
not counting the many numerals, brack- 
ets and other punctuation marks. As a 
complete analysis of these new provi- 
sions would be a lengthy process, this 
article will present, at best, a condensed 
guide as to how the labyrinth of sub- 
section (e) may be penetrated. Such a 





Hersert H. ScHUELLER, CPA, is a 
member of our Society’s Committee on 
Federal Taxation. Mr. Schueller is asso- 
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Bros. & Montgomery, Certified Public 
Accountants. 
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guide may be helpful to the reader when 
he finds it necessary to familiarize 
himself with the complicated new rules. 

Let us start with a few clarifying 
words as to what the new rules do not 
accomplish. First of all, they do not 
supersede the collapsible corporation 
provisions of the 1954 Code. Those pro- 
visions remain in force unchanged, in- 
cluding the three limitations of subsec- 
tion (d) which make Section 341 in- 
applicable to situations where the stock 
ownership is 5 per cent or less, where 
only 70 per cent or less of the gain 
recognized during the year is attributa- 
ble to collapsible property or where the 
gain is realized 3 years after comple- 
tion or acquisition of the collapsible 
asset. Contrary to rumor, the new rules 
also do not exempt from the applica- 
tion of the collapsible corporation pro- 
visions all corporations the assets of 
which have appreciated by not more 
than 15 per cent. 


The New Provisions 


What, then, do the new rules pro- 
vide? They stipulate certain circum- 
stances and conditions under which a 
corporation shall not be considered to 
constitute a collapsible corporation. 
These conditions are based largely on 
objective facts and dispense with the 


Note BY THE AUTHOR. This article should 
be regarded as a preliminary analysis of the 
1958 amendments to Section 341. Practice 
thereunder and Treasury regulations, when is- 
sued, will undoubtedly reveal additional prob- 
lems. 
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element of subjective intent which makes 
the administration of Section 341 so 
difficult. If the factual circumstances are 
such that they meet the strict tests set 
up in the new provisions, then for cer- 
tain transactions and only for them, the 
corporation is excepted from the defini- 
tion of a “collapsible corporation” in 
Section 341(b). 

In general a corporation will be in 
danger of being held to be a collapsible 
corporation under Section 341(b) only 
if it holds property which has appreci- 
ated in value. Under the new amend- 
ments an exception is made so that, 
broadly speaking, the corporation will 
not be considered as collapsible: 

1. if there is little or no appreciation 
in its inventory or other property held 
for sale to customers; 

2. even though there may be large 
appreciation in its capital assets or prop- 
erty used in the trade or business; and 

3. provided it has no_ substantial 
stockholder who is a dealer in the prop- 
erty described in (2), or who will be 
considered to be such a dealer under the 
new rules. (If it has a dealer-stockholder 
with only a small percentage of owner- 
ship, the other stockholders may escape 
the collapsible provisions.) 

The only transactions to which the 
exception can be applied are: 

(a) Sales or exchanges of stock; 

(b) Section 333 liquidations (the so- 
called “one-month” liquidations) ; 

(c) Section 337 liquidations, as to the 
nontaxability of the sales profit realized 
by the corporation; and 

(d) Section 331 liquidations (com- 
plete liquidations), as to the gain re- 
alized by the stockholder on the liquida- 
tion, but only if such complete liqui- 
dation is effected within the framework 
of Section 337. 

Subsection (e) is applicable only if 
these transactions take place after Sep- 
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tember 2, 1958, the date when the 1958 
Act became law. 

The above list is a complete enumera- 
tion of all the applicable transactions. 
Accordingly, subsection (e) does not 
apply to ordinary complete liquidations 
which do not meet the Section 337 tests, 
distributions out of capital treated as 
capital gains under Section 301(c) (3) 
(A), stock redemptions, or partial liqui- 
dations. 

Anyone who is confronted with one 
of the transactions listed above in (a) 
to (d), involving a collapsible corpora- 
tion as defined in Section 341(b), and 
who cannot escape the application of 
the section by virtue of the limitations 
in subsection (d), should ascertain 
whether he can escape collapsibility by 
meeting the requirements of subsection 
(e). In general these requirements will 
be met if the net unrealized apprecia- 
tion in “subsection (e) assets” owned 
by the corporation is not more than 15 
per cent of the corporation’s “net 
worth,” which is determined on the basis 
of the fair market value of all the assets. 


Definition of Subsection (e) Assets 


First the “subsection (e) assets” have 
to be identified. They are defined in 
paragraph (5) of the subsection and 
consist basically of those assets of the 
corporation which, if sold by it or by a 
substantial stockholder, would produce 
ordinary income. Therefore, they are 
sometimes called “ordinary income 
assets.” 

Subsection (e) assets consist of three 
classes. 

Class (i). All property of the corpo- 
ration (other than the property de- 
scribed under Class (ii) below) which, if 
sold by such corporation, or by any of its 
stockholders owning more than 20 per 
cent of its outstanding stock, would re- 
sult in ordinary income or loss. ‘This 
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“more-than-20-per-cent stockholder rule 
may be exemplified as follows: 

Example (1). A building lot owned 
by a manufacturing company usually 
constitutes a Section 1231 asset and 
not an “ordinary income asset.” How- 
ever, if one of the stockholders owning 
more than 20 per cent of the outstand- 
ing stock of such corporation should 
happen to be a real estate dealer, in 
whose hands the sale of a building lot 
would give rise to ordinary income. 
this fact would have to be taken into 
consideration in classifying the assets 
of the company and would, for all stock- 
holders of the corporation, turn the 
building lot into a subsection (e) asset. 

It is important to understand (1) 
that this “more-than-20-per-cent stock- 
holders test,’’ as well as the similar test 
under Class (ii), is made at the corpo- 
ration level, which means that these 
assets are converted into “ordinary in- 
come assets” if they would be “ordinary 
income assets” in the hands of any 
stockholder owning more than 20 per 
cent of the stock, and (2) that this con- 
version, or “tainting,” unlike similar 
tests later discussed, affects all the other 
stockholders of the corporation, regard- 
less of the percentage of stock they own. 

Class (ii). The second class of sub- 
section (e€) assets may include deprecia- 
ble and real property used in the trade 
or business of the corporation. The 
nature of such assets is determined with- 
out regard to their holding period, which 
means that the 6-month period required 
in Section 1231(b) is dispensed with 
for this purpose. However, depreciable 
and real property used in trade or busi- 
ness is, or is not, includible in the sub- 
(e) assets, depending upon 
whether the total value of such assets 
shows a “net unrealized appreciation” 
or a “net unrealized depreciation,” as 
defined in paragraph (6) of subsection 
(e). 


section 
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Where the total tax basis of all such 
trade or business assets exceeds their 
total fair market value, so that there is 
a net unrealized depreciation, they are 
always includible in subsection (e) 


assets. Such inclusion results in a re- 
duction of any unrealized appreciation 
in the other ordinary income assets of 
the company. Where, on the other hand, 
the total fair market value of all such 
trade or business assets exceeds their 
total tax basis, so that a net unrealized 
appreciation is present, they are includ- 
ible as subsection (e) assets only if, 
under the rule applied in Example (1) 
above, they would be considered to be 
ordinary income assets in the hands of 
any stockholder owning more than 20 
per cent of the outstanding stock of the 
corporation. 


Example (2). Assume that the prop- 
erty used in the trade or business of a 
corporation consists of two apartment 
buildings. Building A has appreciated 
in value by $30,000 but building B has 
depreciated in value by $50,000. As 
the total properties used in the trade or 
business thus show a net unrealized de- 
preciation of $20,000, the two buildings 
are subsection (e) assets, and $20,000 
can be deducted from the unrealized 
appreciation in the inventory or any 
other ordinary income asset which the 
company may own. 


Example (3). Assume the same facts 
as above, except that building A has 
appreciated in value by $50,000 and 
building B has depreciated in value by 
$30.000. Here the total of the property 
used in trade or business shows a net 
unrealized appreciation of $20,000. 
Therefore, the buildings can be disre- 
garded in computing the subsection (e) 
assets unless they are “tainted,” i.e., 
unless they become ordinary income 
assets of the corporation because it has 
a more-than-20-per-cent stockholder in 
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whose hands the buildings would be 
ordinary income assets. 


The determination made under Class 
(ii), in the same manner as that made 
under Class (i), applies to all stock- 
holders of the corporation regardless of 
their percentages of stock ownership. 

Class (iii). The third and final class 
of subsection (e) assets includes (unless 
already included in Classes (i) or (ii) 
above) copyrights, literary, musical, 
artistic compositions or similar prop- 
erty, but only if they are the creation 
of any individual who owns more than 
5 per cent in value of the stock of the 
corporation. 


The “Net Worth Test” 


Once the subsection (e) assets are 
ascertained and their net unrealized ap- 
preciation is determined, the next step 
is to determine whether such net appre- 
ciation exceeds 15 per cent of the cor- 
poration’s net worth. For this purpose 
net worth is neither the capital shown 
by the books nor the paid-in capital plus 
the accumulated earnings and _ profits 
determined under the income tax rules. 
“Net worth” is defined in subsection 
(e) (7) as the fair market value of the 
assets on the day for which the determi- 
nation is made, plus the amount of any 
distribution in complete liquidation 
made on or before such day. less all the 
liabilities at the close of such day. Capi- 
tal paid in within a year is eliminated 
if there was no bona fide business pur- 
pose for the transaction. 

Whenever the computation indicates 
that the net unrealized appreciation ex- 
ceeds 15 per cent of the net worth, sub- 
section (e) is inapplicable and further 
computations are useless. However, 


where the net unrealized appreciation is 
not more than 15 per cent of the net 
worth, the new provisions may apply, 
provided certain additional 
ments are met. 


require- 
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Additional Tests 
at the Stockholder Level 


These additional tests must be applied 
on a_ stockholder-by-stockholder basis, 
ie, with respect to each particular 
stockholder whose tax is under determi- 
nation. The result of these tests, there. 
fore, has no effect upon any of the 
other stockholders of the corporation, 
regardless of the percentage of stock any 
of the others may own. The additional 
requirements vary, depending upon the 
kind of transaction involved. They re- 
quire a recomputation of the subsection 
(e) assets under rules which differ, de- 
pending upon whether the taxpayer- 
stockholder owns more than 20 per cent 
or merely more than 5 per cent in value 
of the outstanding stock of the company. 
Stockholders owning 5 per cent or less 
of stock are, in general, already ex- 
empt from the collapsible corporation 
provisions by the limitation in subsec- 
tion (d) of the old law. 

With respect to a stockholder owning 
more than 5 per cent of stock, the law 
provides that he shall be treated as if 
he owned more than 20 per cent of the 
stock. This phrase sounds obscure. It 
means that in determining the subsec- 
tion (e) assets of the corporation for 
purposes of computing a stockholder’s 
tax liability, we must consider the char- 
acter of the assets not only in the hands 
of any more-than-20-per-cent — stock- 
holder, as explained above, but slso their 
character in the hands of this particular 
stockholder, who owns more than 5 
per cent but not more than 20 per cent 
of the stock. 

Example (4). Assume that the manu- 
facturing company of Example (1), 
which owns a building lot, had no stock- 
holder owning more than 20 per cent, 
but that it has a more-than-5-per-cent 
stockholder who is a dealer in such lots. 
In determining the tax liability of this 
stockholder the building lot must be 
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treated as a subsection (e) asset, but it 
would not constitute a subsection (e) 
asset in determining the tax liability of 
the other stockholders. 

Example (5). Assume that the manu- 
facturing company of Example (1) (the 
building lot of which turned into an 
ordinary income asset by reason of the 
fact that one of its more-than-20-per-cent 
stockholders was a dealer in such lots) 
owns, in addition to such lot, a small 
investment portfolio in securities. If a 
more-than-5-per-cent stockholder, whose 
tax is under determination, should hap- 
pen to be a dealer in securities in whose 
hands the securities would constitute 
stock in trade, then as to this particular 
stockholder the investment portfolio of 
the corporation would have to be taken 
into account as a subsection (e) asset. 

In determining the tax liability of an 
individual who owns more than 20 per 
cent of the stock of the corporation, the 
question whether he is a dealer must be 
considered in the light of any activities 
he may have been conducting through 
the use of other corporations in which 
he owns or has owned more than 20 
per cent of the stock in the last three 
years. If one or more of these other 
corporations held property similar or 
related in service or use to property held 
by the corporation under consideration, 
and the stockholder sold his stock in 
such other corporations, or the other 
corporations sold such property, the sales 
are regarded as sales by the stockholder 
himself of his share of the property. 
If more than 70 per cent of the assets 
of any other corporation are or were 
similar or related in service or use to 
assets coniprising more than 70 per cent 
in value of the assets of the corporation 
under review, such other corporation 
qualifies for this treatment. 

Example (6). Assume that the sole 
asset of Corporation A consists of ap- 
preciated real estate and that neither the 
corporation itself nor any of its stock- 
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holders has been dealing in such prop- 
erty. Under these facts the real estate 
of the corporation would not normally 
constitute a subsection (e) asset. How- 
ever, if a more-than-20-per-cent stock- 
holder of the corporation, during the 
last three years, has made sales of stock 
in other corporations, B, C and D, in 
which he also owned more than 20 
per cent of the stock, and the assets of 
those other corporations consisted of 
similar real estate, then his sales of the 
stock in such other real estate corpora- 
tion must be taken into account in order 
to ascertain whether this particular 
stockholder must be considered to be a 
dealer in real estate. Similarly, sales of 
real estate by such other corporations 
are considered as sales by the indi- 
vidual in determining whether he is a 
dealer. If the stockholder is held to be 
a dealer, the appreciated real estate 
held by Corporation A becomes a sub- 
section (e) asset in determining the 
stockholder’s tax liability. 

It must not be overlooked that the 
same stock attribution rules which apply 
to subsection (d) likewise apply in 
determining stock ownership under sub- 
section (e). These rules, under which 
the stock owned by one person may be 
attributed to another, are important but 
are not within the scope of this article 
as they were embodied in the law before 
amendment. 


Application of the Rules 
to Sales or Exchanges of Stock 


Where there is a sale or exchange of 
the stock of a corporation which may 
be a collapsible corporation under Sec- 
tion 341(b), the objective tests pro- 
vided in subsection (e) should be made. 
If the net unrealized appreciation in 
subsection (e) assets (determined by 
applying the tests at the corporate level) 
exceeds 15 per cent of the net worth, 
the subjective test of subsection (b) 
must be applied to all stockholders. If 
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such appreciation is 15 per cent or less, 
the subjective test of subsection (b) 
must be applied only to a stockholder 
who fails to meet the tests at the stock- 
holder level. As to the others the corpo- 
ration is not collapsible, and capital 
gain treatment may be allowed in spite 
of subsection (b). 

The foregoing rules do not apply to a 
sale or exchange of stock to the issuing 
corporation. If a shareholder owns more 
than 20 per cent of the stock, the rules 
do not apply if a sale is made to a 
related person, as defined in subsection 


(e) (8). 


Definition of “Related Person” 

Subsection (e) (8) provides that if the 
stockholder is an individual, his spouse, 
ancestors and lineal descendants, and 
also a corporation controlled by him, 
are related persons. If the stockholder 
is a corporation, a related person is 
(i) a corporation which controls or is 
controlled by the stockholder, and (2) 
a brother corporation where both it and 
the stockholder corporation are more 
than 50-per-cent owned by the same per- 
son. The concept of constructive own- 
ership of stock is found in Section 267 
(c), with certain modifications. 


Application to Section 333 
Liquidations 

A corporation and its stockholders 
may not obtain the benefits of a Section 
333 (“one-month”) liquidation if it is 
a collapsible corporation to which Sec- 
tion 341(a) applies. Under subsection 
(e) it is not considered to be collapsible 
if the net unrealized appreciation in its 
subsection (e) assets does not exceed 
15 per cent of its net worth. If this test 
is not met, collapsibility must be judged 
under the subjective test of Section 341 
(b). The determination of subsection 
(e) assets must be made by reference to 
any stockholder owning more than 5 
per cent (rather than 20 per cent) of 
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the stock value. No tests at the stock. 
holder level are required for this trans. 
action. Accordingly, the determination 
of whether a corporation is considered 
to be a collapsible corporation for pur. 
poses of a Section 333 liquidation is 
made at the corporation level for all 
stockholders, so that all or none will 
qualify. 


Applicability to Section 337 
Liquidations 

The same test at the stockholder level 
which applies to sales or exchanges of 
stock also applies to the determination 
of the character of a stockholder’s gain 
in a complete liquidation under Section 
337, but there are further rules appli- 
cable at the corporation level. A cor- 
poration, although falling within the 
Section 341(b) definition of a collapsi- 
ble corporation, can nevertheless sell its 
assets in a 337-liquidation without rec- 
ognition of the gain or loss on the sale 
provided that it meets, in addition to the 
other Section 337 requirements, the 
following conditions: 

1. The net unrealized appreciation in 
the subsection (e) assets, as determined 
at the corporation level, must néver ex- 
ceed 15 per cent of the net worth of 
the corporation at any time after the 
plan of liquidation has been adopted. 

2. The corporation must sell substan- 
tially all of the properties it held at 
the time the plan of liquidation was 
adopted. 

3. The corporation must not make a 
distribution in kind of any depreciable, 
depletable or amortizable property after 
adoption of the plan of liquidation. 

Even if these conditions are met, gain 
or loss will be recognized, in spite of 
Section 337, on any sale of depreciable, 
depletable or amortizable property made 
to any stockholder owning more than 
20 per cent of the corporation’s stock 
or to a person related to such stock: 
holder under subsection (e) (8). 
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Even small firms, with as few as 2 book- 
keeping employees, save money with an 
Olivetti Audit bookkeeping machine. 
The Audit’s simplicity of operation, 
high speed, and many automatic fea- 
tures reduce man-hours of work, cut 
bookkeeping costs. 


Other benefits (besides saving money) 
are equally important. For example, 
when Accounts Receivable are handled 
by an Olivetti Audit: (a) Statements 
go out on time, reducing receivables 
outstanding. (b) Every customer’s bal- 
ance is always up-to-date. (c) Credit 
limits and terms can be closely con- 
trolled. (d) Total sales to each customer 
are always available. (e) The daily record 
of collections is always available. (f) 
Month-end peak loads, to prove and 
balance accounts, are eliminated. 


Cost is negligible, less than $1 per day, 
to buy an Olivetti Audit—a pittance 
compared with a typical bookkeeping 
payroll today. 


Immediate returns result from man- 
hours saved by the Olivetti Audit; cost 
savings show up in the very first oper- 
ating statement after installation of an 
Olivetti Audit. 


Change-over is simple. Present employ- 
ees, without machine experience, can 
operate an Olivetti Audit after an hour’s 
instruction. 


Find out at no risk or expense or obliga- 
tion how many dollars a week your 
firm can save, with an Olivetti Audit. 
We’ll be happy to study your book- 
keeping set-up, then demonstrate what 
we can do. See the evidence, then make 
your decision. 


Phone or write Accounting Machine 
Division, Olivetti Sales Corporation, 
584 Fifth Avenue, New York 36, N.Y., 
JUdson 2-4600. 
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Technical Amendments and Small Business Tax Revision Acts of 1958 


Article III of a Series 


Tax Relief and the Small Business 


Tax Revision Act 


By LeonarD B. SaLwen, CPA 


The Small Business Tax Revision Act 
was originally a separate bill but was 
later incorporated by the Senate in the 
same bill as the Technical Amendments 
Act of 1958. Its provisions, all of which 
afford relief, are intended primarily to 
help small businesses but certain of the 
benefits are available to all taxpayers. 
Two of the four income tax provisions 
discussed in this article, namely those 
pertaining to an extra depreciation al- 
lowance and the ordinary deduction for 
losses on capital stock, represent rela- 
tively new concepts. The remaining two, 
which deal with net operating loss 
carryovers and the minimum credit for 
accumulated earnings, represent enlarge- 
ments of existing privileges. 


Increase in Minimum 
Accumulated Earnings Credit 


The 1954 Code (Section 535) estab- 
lished a $60,000 minimum credit in 
determining the tax on unreasonable 
accumulations of earnings and profits. 
Section 205 of the Small Business Tax 
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Revision Act of 1958 has amended this 
section to provide for a $100,000 mini- 
mum credit for years beginning after 
1957. No provision is made for pro- 
rating the increase in the case of corpo- 
rations whose fiscal years straddle Janu- 
ary 1, 1958. 

The enlargement of the accumulated 
earnings “safety zone” will permit cor- 
porations to operate for an extra period 
of time without fear of the penalty tax. 
It also emphasizes the value of a well- 
planned multiple corporate set-up. 


Net Operating Loss Carryback 


Code Section 172 has been amended 
to permit a three-year carryback of net 
operating losses incurred after 1957 in- 
stead of the former two-year period. The 
carryforward period of five years has 
remained unchanged. 

If the taxpayer has a net operating 
loss in a fiscal year which straddles 
January 1, 1958, the three-year carry- 
back provision apples only to the pro- 
rata portion (on a daily basis) of the 
loss applicable to the period after De- 
cember 31, 1957. Thus, if the taxpayer 
incurs a net operating loss of $20,000 
in the fiscal year ended April 30, 1958, 
the carryback to the year ended April 
30, 1955 would be $6,575.34 (120/365 
x $20,000). The amount available for 
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carryback or carryforward to the second 
preceding year would be $20,000 minus 
the lesser of (a) $6,575.34, or (b) the 
net taxable income for the year ended 
April 30, 1955. In the example above, 
if the taxpayer had filed for a tentative 
carryback adjustment (quickie refund) 
for the year ended April 30, 1956, prior 
to the enactment of the 1958 amend- 
ments, it might be necessary to refile in 
order to give effect to the new changes. 

The three-year carryback will compel 
taxpayers with potential 1958 net op- 
erating losses to reexamine the timing 
of items of income and expense in the 
light of the tax brackets of the third 
preceding year. 


Additional Depreciation 
in First Year 


The 1954 Code (Section 167) per- 
mitted the taxpayer to adopt various 
methods for accelerated depreciation. A 
new Section 179 has been added to the 
code which provides for an additional 
first-year depreciation allowance. While 
the Ways and Means Committee report 
refers to this new provision as an allow- 
ance for small business, there is nothing 
in the section as enacted which limits 
its applicability to small business. Be- 
cause of the dollar limitations of the 
new provision, it will not be of substan- 
tial significance to large businesses. 

Section 179 is effective for taxable 
years ending after June 30, 1958, but 
only with respect to property acquired 
after 1957. 

The election to claim the additional 
depreciation allowance is available to 
all taxpayers, except trusts, with refer- 
ence to new or used tangible personal 
property which has a useful life of 6 
years or more. The Ways and Means 
Committee report gives no clue as to 
why the additional allowance is _per- 
mitted to estates but not to trusts. 
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The six-year useful life requirement 
may give rise to the unusual situation 
wherein the Treasury Department will 
be arguing that an asset has a shorter 
life than that proposed by the taxpayer. 

The extra allowance is 20 per cent of 
the first $10,000 of cost. Where a hus- 
band and wife file a joint return the 
limitation is $20,000 of cost regardless 
of whether it is the husband or the wife 
who owns the property. 


Applicability to Estates 

An estate is considered as a separate 
taxpayer with an allowance based on 
$10,000 of cost. The heirs of the estate, 
if they acquire eligible property, may 
make their individual election without 
regard to the amount of depreciation 
apportioned to them from the estate. 
Assume, for example, that in 1958 
Estate X purchased $10,000 of eligible 
property. Its income for 1958, before 
the additional depreciation allowance, 
is $14,000. The estate elected the addi- 
tional depreciation allowance of $2,000. 
In 1958 A, a married man who filed a 
joint return, also purchased $20,000 of 
eligible property. His income from the 


_estate will be $12,000 ($14,000 minus 


$2,000 additional depreciation allow- 
ance) and he may claim a $4,000 addi- 
tional depreciation allowance on_ the 
property he purchased. 


Allowance for Corporation 

A corporation’s allowance is based on 
$10,000 of cost. In the case of a group 
of corporations tied to a common parent 
by stock ownership of over 50 per cent, 
the allowance is restricted to $10,000 of 
cost for the entire group. The Commis- 
sioner is given authority to determine 
how the allowance is to be allocated 
among the members of the group. It 
should be noted that this restriction ap- 
plies regardless of whether or not the 
group files a consolidated return, and ap- 
plies only when there is a common 
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parent corporation. Let us assume that 
Mr. Jones owns A Corporation. He also 
owns B Corporation which owns C Cor- 
poration. There is a $10,000 cost limita- 
tion for A Corporation and another 
$10,000 cost limitation which is to be 
allocated between B Corporation and 
C Corporation. 


Limitation Applicable to Partnership 

A more difficult problem is posed in 
determining the limitation applicable to 
a partnership. Thus, if Partnership X, 
consisting of four unmarried partners, 
purchases $40,000 of eligible assets: is 
the allowance 20 per cent of $10,000, 
or is it 20 per cent of $40,000? An ex- 
amination of the Committee reports 
yields no positive clue. The only clue 
may be a negative one. In discussing 
losses under Section 1244, the Commit- 
tee specifically stated that the losses 
were to be passed through to the part- 
ners. The failure of the Committee to 
make a similar statement with reference 
to the additional depreciation allowance 
might be taken to imply that there is 
no pass-through of the allowance and 
consequently, in the cited example, the 
allowance would be based on $10,000. 

A very literal reading of Section 179 
might lead to the same conclusion. The 
Code permits the additional allowance 
“at the election of the taxpayer” for the 
first year for which a depreciation de- 
duction is allowable to the taxpayer. It 
further provides for an annual limita- 
tion for the cost of items “with respect 
to which the taxpayer may elect” and 
the allowance applies only to items se- 
lected by the taxpayer. 

While partnerships are not generally 
thought of as taxpayers, Section 7701 
(a) (14) defines a taxpayer as “any per- 
son subject to any internal revenue 
tax.” Since the term “person” includes 
partnership (Section 7701(a) (1)) and 
the definition of partnership refers to 
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“any internal revenue tax,” and not 
merely income tax, it follows that a 
partnership is a taxpayer. Examination 
of Section 703(b) also reveals that 
“any election affecting the computation 
of taxable income derived from a part- 
nership shall be made by the partner- 
ship...” 

Since, therefore, the election must be 
made by the partnership (taxpayer) 
and the limitation applies to the cost of 
items selected by the partnership, it 
would appear that the limitation is to 
be applied to the partnership as a sepa- 
rate entity. In the problem stated above, 
this would mean an allowance of only 
$2,000. Further argument for this posi- 
tion might be made on the basis of ad- 
ministrative convenience. 

Counterarguments would probably re- 
volve about the application of Section 
702(a) (8) and (9). These sections in 
essence provide for separate computa- 
tions of items which either require sepa- 
rate computation or which may affect 
each of the partners differently. While 
a final resolution of this problem will 
probably require judicial determination, 
most taxpayers will probably await, and 
rely on, the regulations. 


Permissible Only in First Year 


The additional allowance is not de- 
pendent on the period for which it is 
held, nor is it in any way dependent on 
salvage value. It is important to note 
that the allowance is permitted only in 
the first year for which a depreciation 
deduction is allowed. If a calendar-year 
taxpayer uses an averaging convention 
wherein assets acquired after the fif- 
teenth of a month are not depreciated 
until the following month, he will not be 
permitted to make the election in 1958 
for assets acquired after December 15. 


Cost Determination 


The allowance is based on the cost of 
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eligible property purchased during the 
year. It is not based on a net increase 
in assets. Thus, if a taxpayer sold 
$10,000 of eligible property in 1958 
and also purchased $10,000 of eligible 
property in 1958, he would be entitled 
to the additional allowance. 

Moreover, the term “cost” does not 
include any allowances for trade-ins. 
If a taxpayer purchases an asset for 
$10,000 and receives a $3,000 allowance 
for property which has a basis to him of 
$2,000, the adjusted basis of the ac- 
quired property is $9,000. For purposes 
of computing the additional first-year al- 
lowance, however, the property has a 
cost of $7,000 and the additional allow- 
ance is $1.400 ($7,000 x 20%). The 
basis of the property must be reduced 
by the additional allowance. Thus, in 
the illustration above, if we assume that 
the asset had a 7-year life, the deprecia- 
tion allowance for 1958, using the dou- 
ble-declining-balance method, would be 
$3.571.43 [$1.400 2/7 ($9,000 — 
$1.400) }. 


Limitations on Eligible Property 

It should be noted that the allowance 
is based on the cost of tangible property 
(except buildings) purchased. For the 
purposes of this section the term pur- 
chased does not include acquisition by 
gift, bequest or devise, nor does the 
term include acquisition by a corpora- 
tion from another member of an af- 
filiated group, with a common parent. 
in which 50 per cent or more of the 
stock of the subsidiaries is owned by 
the parent or other members of the 
group. The term purchase also excludes 
acquisitions from persons whose rela- 
tionship to the person acquiring the 
property would result in a disallowance 
of losses under Section 267 or 707(b). 
Generally, losses are disallowed under 
Section 267 for transactions with mem- 
bers of an individual’s family, including 
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therein brothers, sisters, spouse, ances. 
tors and lineal descendants. For the pur. 
poses of the new provision, however, 
brothers and sisters are not considered 
members of an individual’s family. Con. 
sequently, property may be purchased 
from an individual’s brother or sister 
and still qualify for the allowance. Simi- 
larly, if an individual owns several cor- 
porations which are not personal hold- 
ing companies, the corporations may sell 
property to one another. (Sales between 
an individual and corporations in which 
he owns more than a 50 per cent inter- 
est would not qualify.) 


Taxpayer’s Elections 

The taxpayer has an annual election 
as to whether or not the additional al- 
lowance is to be claimed on each year’s 
purchases. The election must be made 
before: the due date (including exten- 
sions) of the return for the year. The 
election is irrevocable as to the year for 
which it is made. 

In addition to determining whether or 
not to make the election, the taxpayer 
has a choice to select the most advan- 
tageous assets as to which the election 
is to apply. As an illustration, assume 
that Mr. Jones, who files a joint return, 
purchases two pieces of heavy equip- 
ment for $15,000 each. One piece has 
a useful life of 20 years and the other 
has a useful life of 7 years. Mr. Jones 
may elect to have the additional allow- 
ance apply to all of the cost of the 20- 
year asset and the balance of $5,000 to 
apply to the 7-year asset. Thereafter. 
depreciation will be allowed on the fol- 
lowing adjusted basis: 7-year asset— 
$14,000 ($15,000—20% x $5,000) ; and 
the 20-year asset—$12,000 ($15.000— 
20% x $15,000). 

In the absence of factors involving 
substantial salvage value, taxpayers will 
generally find it advisable to have the 
additional allowance apply to the assets 
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with the longest life. In the foregoing 
illustration the annual straight-line de- 
preciation would be $2,600. If the elec- 
tion had been reversed, the annual 
straight-line depreciation would be 
$2,414.30. The difference would be 
syeater if the variation between the use- 
ful lives were greater or if accelerated 
depreciation were used. 
4 New Factor 

The amount of tax incentive granted 
to the taxpayers to encourage invest- 
ment in heavy equipment does not seem 
sufficient to have any appreciable effect 
on over-all asset-acquisition policy. How- 
ever, the new provision does introduce 
a new factor into the question of sale 
versus trade-in. It also introduces a 
new factor, though of small amount, 
into the question of lease versus pur- 
chase, since now a taxpayer making a 
down payment of 20 per cent or less 
may often get a first-year depreciation 
write-off in excess of his cash payout. 


Ordinary Loss on Small 
Business Stock 

In order to encourage investments in 
small businesses, Section 1244 has been 
added to the Internal Revenue Code. 

Section 1244 sets forth a series of 
qualifications that will cause a loss on 
the sale, exchange or worthlessness. of 
qualified stock to be treated as an ordi- 
nary loss to a qualifying individual in- 
stead of as a capital loss as heretofore. 
If all the qualifications are met the ordi- 
nary loss is treated as being attributable 
toa trade or business up to a maximum 
of $25,000 in any one year for a single 
return or $50,000 in the case of a joint 
return. The ordinary loss, if unused in 
the incurred year becomes part of the 
laxpayer’s net operating loss and may 
be carried back and forward. The maxi- 
mum limitation applies only to the year 
in which the loss is sustained. Thus, if 
an unmarried individual with no other 
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income or expenses in 1958 and 1959 
incurs Section 1244 losses of $25,000 
in 1958 and 1959, the full $50,000 is 
available as a carryback or carryfor- 
ward and may be deducted as a net op- 
erating loss deduction in one year (as- 
suming that both are carried to the 
same year). If the loss sustained in 
any one year exceeds the $25,000/ 
$50,000 limitation, the balance of the 
loss is treated as a capital loss and is 
subject to the usual rules and limita- 
tions with reference to capital losses. 

If an individual acquired stock in 
several corporations and all the stock 
qualifies as Section 1244 stock, he is in 
a very advantageous position. Assume 
that A has invested $25,000 in Corpora- 
tion G and $25,000 in Corporation L, 
and that the stock qualifies as Section 
1244 stock. If in one year he were to 
liquidate G with a $25,000 profit and 
L with a $25,000 loss, the gain would be 
a capital gain and the loss an ordinary 
loss. For purposes of Section 1244 there 
is no netting of gains and losses. 


Stockholder Eligibility Factors 


In order to qualify for this beneficial 
treatment, Section 1244 sets forth cer- 
tain eligibility factors as to the stock- 
holders and the stock. The stockholder 
at the time of the loss must be the orig- 
inal individual or partnership to whom 
the stock was issued. The rigidity of 
this requirement is demonstrated in the 
Committee report which states that “loss 
on stock issued to a partnership which 
was distributed to a partner before the 
loss was sustained would not qualify.” 
The purpose served by this rigidity is 
not clear, particularly when one realizes 
that there is no requirement that the 
members of the partnership be the same 
at the time of the stock issuance and of 
the loss. 

It may be further observed that the 
Section 1244 loss is allowable only to 
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an individual on stock issued to such 
individual or a partnership. The Sec- 
tion 1244 loss is not allowable on stock 
issued to a corporation, estate or trust. 
What is the treatment of a Section 1244 
loss where a distributable trust is a mem- 
ber of a partnership? The answer must 
await the issuance of regulations. 

The benefits of the section are not 
available to anyone acquiring the stock 
from the original shareholder, whether 
the acquisition be by gift, bequest, pur- 
chase or any other manner. This rule 
is of utmost importance in acquiring 
original issue stock through an under- 
writer. If the underwriter acts as an 
agent for the issuing corporation, the 
stock may qualify. if, however, the 
stock had been issued to the under- 
writer and resold, it would not qualify. 


Stock Eligibility and Other 


Limitations 


The stock must be common 
(voting or nonvoting) in a domestic 
corporation and must be issued under 
a plan which must be adopted after 
June 30, 1958 and must offer the stock 
for a specified period which ends within 
two years after the date of the adoption. 
No form is set forth for the plan, nor 
need it be elaborate. The House Com- 
mittee report, however, states that the 
plan must be in writing and must 
specify the stated dollar amount of stock 
to be issued. 

The plan must be adopted at a time 
when there is no prior offering of stock 
outstanding. Neither the code nor the 
House Committee report define the term 
“prior offering.” Questions may be 
raised as to whether stock subscriptions 
receivable or employee stock options 
or even unauthorized and unissued stock 
constitute prior offerings. In either 
event, caution is dictated since no 
stock issued pursuant to the plan will 
qualify if a prior offering, whether 
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offered before or after July 1, 1958, is 
outstanding and not withdrawn prior 
to the time the plan is adopted. 

The corporation at the time of adopt- 
ing the plan must be a “small business 
corporation” as defined by Section 1244 


(c)-2. 


Small Business Corporation— 

Definition 

The definition of a small business cor- 
poration for this purpose refers only to 
the amount of the corporation’s capital. 
There is no reference to volume of sales 
or number of stockholders. In order to 
qualify as a small business corporation, 
the corporation must meet two basic 
tests. 

The total dollar amount of stock which 
may be issued pursuant to the plan plus 
the total money and property received 
by the corporation, after June 30, 1958, 
for stock or as a contribution to capital 
or as paid-in surplus, must not exceed 
$500,000. Property is taken into account 
in an amount equal to its adjusted basis 
for gain, less any liabilities to which the 
property was subject or which were as- 
sumed by the corporation at the time 
the property was received. The liabilities 
apparently include, for this purpose, 
indebtedness to stockholders. 

The total dollar amount of stock 
which may be issued pursuant to the 
plan plus the equity capital (at the date 
the plan is adopted) must not exceed 
$1,000,000. Equity capital is the sum 
of the corporation’s money and prop- 
erty, at adjusted basis for gain, less in- 
debtedness. In this computation, indebt- 
edness to shareholders is excluded. 

The definition of equity capital is 
reminiscent of the excess profits tax 
definition (1939 IRC, Section 437 c) 
and presumably the regulations will be 
similar to Regulations 130, Section 
40.437-5. The corporation’s equity capi- 
tal would then be computed on the basis 
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of the corporate accounting method regu- 
larly used, i.e., cash, accrual, etc., and 
properly allowable reserves would be de- 
ductions in computing the equity capital. 

It is not uncommon for corporations 
to carry assets on their books and on 
their financial statements at a figure dif- 
ferent from the basis prescribed by the 
statute. It is important therefore to ex- 
amine the records of the company to 
determine the statutory equity capital. 
If the corporation has filed excess profits 
tax returns, the problem will probably 
be simplified. Where Section 1244 
status is important and it is not possible 
to examine the corporate records, it 
may be necessary to get suitable war- 
ranties. 

If the corporation meets all the fore- 
going tests at the time of adoption of 
the plan, it is immaterial how much 
the corporation’s capital grows there- 
after. 

Stock Issuance Tests At Time 

of Issue 

The stock must be issued pursuant 
to the plan for money or property. The 
stock may not be issued for services, 
stock, or securities. An exception is 
provided for stock received as a stock 
dividend on Section 1244 stock and for 
stock received in certain recapitaliza- 
tions and reorganizations. : 

Where an individual lends money to 
a corporation and later accepts stock in 
settlement of the obligation, there should 
be little question of the fact that the 
stock was issued for money or property. 
Questions will arise, however, where the 
stock is issued to an individual in satis- 
faction of a corporate obligation for 
services rendered by the individual. 

It is also necessary that between the 
date of adoption of the plan and the 
issuance of the stock, there be no addi- 
tional offering. While there is no limit 
to the number of plans that may be 
adopted, each plan must be carried to 
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completion or withdrawn before the 
adoption of another plan. Failure to do 
so will result in the disqualification of 
the stock issued after the adoption of 
the second plan. Stock which qualifies 
at the time of its issuance will not be 
disqualified by reason of subsequent 
offerings. 


Limitations on Corporation’s 
Gross Receipts 


As of the date a loss is incurred by 
virtue of the sale, exchange, or worth- 
lessness of the Section 1244 stock, refer- 
ence must be made to the corporation’s 
gross receipts for its five most recent 
taxable years ending before the date 
the loss was sustained. If the corpora- 
tion does not have five preceding tax- 
able years, then all the taxable years 
ending before the date of the loss are 
used. If the corporation has not com- 
pleted even one taxable year at the date 
of the loss, then reference is made to 
the period of its existence preceding the 
date of the loss. (It should be observed 
that the corporation may be continuing 
in operation though a loss is sustained 
by the individual or partnership to 
whom the stock was issued.) 

A loss will qualify as a Section 1244 
loss if during the period referred to 
above less than 50 per cent of the cor- 
poration’s aggregate gross receipts are 
derived from royalties, rents, dividends, 
interest, annuities, and sales or ex- 
changes of stock or securities. In com- 
puting gross receipts only the gains from 
sales or exchanges of stock or securities 
are included; apparently stock and se- 
curity losses are not considered. 

The gross receipts restriction does not 


apply if the corporation’s aggregate de- 


ductions for the period (excluding de- 
ductions for net operating losses, par- 
tially tax-exempt interest, and dividends 
received), exceed the gross income. 

Particular stress must be placed on the 
statutory reference to gross receipts as 
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distinguished from gross income. Simi- 
lar language is used in Section 165g. 
The regulations applicable to Section 
165g clearly specify that gross receipts 
means receipts before deduction of cost 
of goods sold. In the case of mercantile 
companies the gross receipts test will al- 
most always therefore result in a Section 
1244, qualification. 

It does not appear premature to pre- 
dict that closely held corporations will 
attempt to avoid the receipts restrictions 
by engaging in isolated large scale 
transactions involving accommodation 
purchases and sales, or by purchases 
and sales of real property. The failure 
of the statute to include commodity 
transactions among the undesirable re- 
ceipts may lead to use of spot transac- 
tions to weight the receipts factor. 


Special Limitation on Section 1244 
Losses 


Congress has been alert to protect 
the revenue against certain abuses. It 
was obvious that the purpose of the 
statute would be abused by taxpayers 
owning property which has declined in 
value. Assume that such a taxpayer 
owned an asset with a basis of $40,000 
but with a fair market value of $30,000. 
In the absence of legislative protection 
the taxpayer might have transferred the 
property to a newly created corporation 
in a tax-free exchange (Section 351) 
for corporate stock. The stock would 
have a basis of $40,000, but on liquida- 
tion the taxpayer would have received 
an asset worth $30,000 with an attend- 
ant $10,000 ordinary loss. 

In order to protect against this kind 
of abuse, the statute provides that where 
Section 1244 stock is issued in exchange 
for property which has a fair market 
value that is less than the property’s 
basis for loss, the stock has, in effect, 
two bases. For Section 1244 purposes 
only, the stock has a basis equal to the 
lower of the cost or fair market value of 
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the property transferred to the corpora. 
tion. For other purposes the regular 
rules apply in determining basis. The 
application of this rule is illustrated if 
we vary the example above to provide 
for a sale of the stock to a third party 
for $25,000. In that event the individual 
would have a $15,000 loss ($40,000— 
$25,000). Only $5,000 of this loss would 
be a Section 1244 (ordinary) _ loss 
($30,000—$25,000) and the balance of 
$10,000 would be a capital loss. If the 
stock had been sold for $35,000 the in- 
dividual would have a $5,000 capital 
loss. 

While this provision prevents abuses 
arising from transfers of properties 
which have depreciated in value, there 
is nothing in this section to prevent 
transfers to a corporation of specula- 
tive assets which may drop in value 
after the transfer. If the value of the 
speculative asset increases, a corporate 
liquidation may result in cap‘tal gain 
to the stockholder. On the other hand, 
if the asset declines in value, a liquida- 
tion of the corporation will result in an 
ordinary loss to the qualifying stock- 
holder. It should be noted that in this 
fashion, an individual may get an ordi- 
nary deduction on what is in essence 
a mere decline in the value of an asset 
and still retain the asset upon its dis- 
tribution in liquidation. 

A further limitation is provided where 
Section 1244 stock acquires an increase 
in basis through subsequent contribu- 
tions to capital, or otherwise. In th’s 
event the statute provides that the in- 
crease in basis is to be treated as al- 
locable to stock which is not Section 
1244 stock. The manner of alloca- 
tion is not spelled out, but the Secretary 
has authority to adopt regulations which 
will carry out the purposes of Section 
1244. 

Presumably the regulations will carry 
out the Congressional intent as spelled 
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Tax Relief and the Small Business Tax Revision Act 
ora: out in the House Committee report Encouragement to Investors 
ular which sets forth the following example The purpose of Section 1244 is ap- 
The of the manner in which the allocation parently to encourage investment in 
d if is to be made. An individual purchases small businesses. It is unlikely that the 
ide 100 shares of qualifying stock for prospect of being able to treat an ulti- 
arty $10,000. He later contributes $2,000 to mate loss as an ordinary loss will lure 
dual the capital of the corporation, thereby into small businesses money which is 
0— increasing his basis to $12,000. If he now being invested in oil and other ven- 
ould sells the 100 shares for $9,000 he has a_ tures which allow immediate write-offs. 
loss resultant loss of $3,009. Of this, only It probably will encourage small in- 
e of . (10,000 x $3,000) vestors to accept stock instead of loans. 
$2,500 ———— may be a 
. the (12,000 It will also encourage a great deal of 
e in treated as an ordinary loss under Sec- litigation as tax-wise taxpayers attempt 
pital tion 1244. io use this “touchstone” to convert capi- 
tal losses into ordinary losses. 
yuSses 
rties 
here co a 
vent 
cula- 
value | Special Investigations 
i the | A professional accountant’s capacity to find out the facts and present 
yrate them fairly; to explede false arguments as the result of careful analysis; to 
gain suggest sound principles of administration, budgeting and finance; and 
sie generally to introduce a sense of realism into plans and forecasts make his 
1ida- work in the investigation field invaluable. It is one of the most rewarding 
— sides of an accountant’s business and it is one of the roles of the account- 
sale ant of the future which has the greatest scope. But it is not work which can 
ie be undertaken lightly. The expertness required to make the enquiry and 
this present the result in a clear and balanced form takes a long time to acquire. 
ordi- Only experienced staff can be used and they cannot normally undertake 
ence other jobs at the same time because investigation work is too demanding 
asset in time and concentration. But there is another aspect which affects the 
dis- accountant’s approach to this type of work. Clients are not impressed by a 
report, however detailed or painstaking, unless it is concluded by a firm 
shere opinion. I do not suggest that the accountant’s traditional attitude of cau- 
rease tion should change or that he should cease to be impartial. The point I am 
ribu- seeking to make is that if we are to be of real use to our clients, we must be 
this prepared to give a common-sense business judgment on the facts we have 
+ an discovered. We must be prepared to say whether we think a new venture 
ae will succeed or not; whether personnel are competent or incompetent; 
a whether the administration of a business is sound or unsound; whether the 
— estimates of capital expenditure are adequate or not. We are well suited to 
saa give these opinions as we usually have a better opportunity than most people 
etary of examining all the facts first; we are independent; and we have the ad- 
shich vantage of drawing on a wide experience. 
ction 
Henry Benson, “The Future Role of the Accountant in Practice,” 
sarry Accountancy [England], October 1958 
elled 
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Second and Concluding Part 


Revenue Agents Tax Audits 


Some Aspects of Policy and Procedures at the District Level 


By A. FREDERICK OLSEN, CPA 


The Informal Conference 
Function 


General Procedure 


The informal conference is a func- 
tional operation directly within the 
Audit Division, and is employed in the 
determination of the correct tax liability 
at the district level in those cases where 
the taxpayer is not in agreement with 
audit adjustments proposed by the ex- 
amining officer, including disputes aris- 
ing in the examination of claims for re- 
fund. Accordingly, the informal confer- 
ence procedure embraces disputes per- 
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che District Director of 
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our Society's Committee on Federal 
Taxation. Mr. Olsen has been associated 
with the Internal Revenue Service for 
more than thirty-five years. 
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taining to income, estate and gift taxes 
as well as certain excise taxes coming 
within the jurisdiction of the District 
Audit Division. 


The present informal conference pro- 
cedure was established under the Reor- 
ganization Plan of the Internal Revenue 
Service which went into effect on July 
1, 1952. It is set up at the audit level 
in the District Director’s office to re- 
solve disputes between the taxpayer and 
the Internal Revenue Service as early 
as possible, as informally as practicable, 
and at the least cost to the taxpayer. A 
major objective of the procedure is to 
increase the opportunity for agreements 
to tax liability before the preparation of 
the revenue agent’s formal report to the 
taxpayer, and thereby reduce the need 
for the more formal appeals to the Ap- 
pellate Division of the Regional Com- 
missioner’s office. This informal confer- 
ence procedure is predicated on the 
belief, shared by taxpayers and Internal 
Revenue officials alike, that the best 
place to dispose of disputed issues is in 
the District Director’s Audit Division 
where the issues arise. There it is much 


Ed. Note: Part one of this article appeared 
in the November 1958 issue. 
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simpler to get at the facts and discuss 
the application of the law to the issues 
at hand. The informal conference with 
a local conferee has been found to be 
the most effective way to dispose of the 
majority of tax controversies. The pro- 
cedure is sufficiently flexible to make it 
suitable to the large cases with complex 
issues as well as to the run-of-the-mill 
cases. 


The starting point in the informal 
conference procedure is the issuance of 
an informal conference notification let- 
ter to the taxpayer (generally known as 
the “ten-day letter”). This is a pre- 
scribed form letter in which the revenue 
agent sets out and explains his proposed 
adjustments to the reported income, or 
to the reported net estate, or his reason 
for proposed rejection of a claim for 
refund. The examining officer’s group 
supervisor is required to review and ap- 
prove this letter before it is mailed. 
This letter informs the taxpayer that he 
will be accorded the opportunity of an 
impartial hearing regarding any dis- 
puted adjustment by simply so advis- 
ing the Conference Coordinator within 
ten days. If no reply is received from 
the taxpayer, or if an informal confer- 
ence is declined, the revenue agent pre- 
pares his formal report which is mailed 
to the taxpayer who then has thirty 
days in which to file a protest. At that 
point, too, the taxpayer may ask for an 
informal conference or request that the 
case be transmitted to the Appellate Di- 
vision for a hearing. 


Upon the conclusion of the informal 
conference held following the issuance 
of the ten-day letter, the revenue agent 
prepares his report in conformity with 
the conclusions announced by the con- 
feree. If an agreement to the tax lia- 
bility has been secured, the report and 
agreement are, after approval by the Re- 
view Staff, transmitted to the Collection 
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Division for assessment of the agreed 
deficiency or the scheduling of any 
overassessment. If no agreement is se- 
cured, the taxpayer, upon receipt of the 
revenue agent’s report, may file a pro- 
test and request a hearing in the Ap- 
pellate Division. 


Specific responsibility for the direc- 
tion and execution of the informal con- 
ference function has been delegated to 
the Conference Coordinator under the 
immediate direction of the Chief, Audit 
Division. Great responsibilities rest 
upon the Conference Coordinator in 
making the informal conference system 
work well. In the discharge of this re- 
sponsibility he performs many func- 
tions. I should like to mention some. 


The Coordinator reviews all informal 
conference notification letters for the 
two-fold purpose of (1) assigning the 
case to a conferee upon the taxpayer’s 
request for a conference, and (2) 
achieving technical uniformity in the 
treatment of the same or similar issues. 
He also reviews informal conference re- 
ports prepared by conferees to the ex- 
tent necessary to assure general techni- 
cal accuracy and technical coordination 
of decisions involving the same or simi- 
lar issues. In this connection, the Con- 
ference Coordinator, upon request, fur- 
nishes technical advice to conferees. 
Basic to the informal conference proce- 
dure is the policy of assigning requests 
for informal conferences to the examin- 
ing officer’s group supervisor to conduct 
the conference. This is the customary 
procedure in all run-of-the-mill cases. 
However, the procedure is sufficiently 
flexible so that the Coordinator may 
make other arrangements where neces- 
sary to achieve an informal conference 
to the best interests of both the taxpayer 
and the Service. For example, the group 
supervisor is not likely to be the con- 
feree in large time-consuming cases 
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characterized by a multiplicity of difh- 
cult issues to which he cannot devote 
the necessary study and research because 
of his other supervisory duties. In the 
assignment of conference cases the Co- 
rdinator will also consider other fac- 
tors in deciding the appropriate con- 
feree, such as pertinent representations 
made by the taxpayer or his representa- 
tive, or the group supervisor's recom- 
mendation, and other related informa- 
tion having an appropriate bearing on 
the assignment of the case to an im- 
partial conferee. 


It is fair to state at this point that 
the basic policy of assigning a confer- 
ence case to the examining officer’s 
group supervisor has proved both effec- 
tive and satisfactory to both sides in 
carrying out the aforesaid major objec- 
tive sought to be accomplished by the 
Service. Any feeling that a group su- 
pervisor is inclined to support the rev- 
enue agent’s determination has no real 
basis in experience. In his capacity as 
conferee, the group supervisor is not 
only expected to, but he is required by 
clear directives from higher authority, 
to reach the proper answer to a dis- 
puted issue and to do so with impar- 
tiality. Of course, issues do come up 
from time to time on which the Service 
has officially taken a firm position and 
to this extent he is naturally bound by 
policy, but this situation does not domi- 
nate the day-to-day work. On the basis 
of practical experience as Conference 
Coordinator in the Upper Manhattan 
District, the writer can state as a fact 
that group supervisors do reverse or 
modify the determination of the revenue 
agent whenever the taxpayer or his rep- 
resentative establishes by proper evi- 
dence that the revenue agent has failed 
to give proper consideration to al! the 
pertinent facts in an issue, or has made 
a determination contrary to rulings of 


892 


Revenue Agents Tax Audits 






the Service or contrary to accepted case 
law. 


The Authority of the Conferee 


At this point it seems desirable to 
clarify the authority of the conferee, 
whether he be a group supervisor or 
other conferee officer. Questions asked 
occasionally at tax meetings indicate the 
need for such clarification. It has been 
pointed out that the informal conference 
procedure is a functional operation 
within the Audit Division, i.e., it is an 
extension of the audit activity in the 
determination of the taxpayer’s tax lia- 
bility (income, estate, gift or excise tax) 
whenever disputes arise. The informal 
conference is not, as is sometimes sup- 
posed, a forum for “settlement” of is- 
sues. The word “settlement” is often 
loosely used. To some practitioners it 
seems to imply a process akin to “horse- 
trading,” or compromise, or a sort of 
casual “give and take” without too 
much attention to the actual facts in 
the case or the impact of the law 
thereon. 


However, the official policy of the 
Service governing the duties and_author- 
ity of a conferee in the District Audit 
Division imposes upon the conferee the 
duty to determine the correct amount of 
the tax on the basis of a complete and 
impartial consideration of all the perti- 
nent facts under the applicable provi- 
sions of the Internal Revenue Code. This 
means a determination strictly on the 
merits of the issue. Although it is rec- 
ognized that the exercise of judgment 
and the formulation of opinion will en- 
ter into the consideration of the major- 
iry of all issues, the conferee is expected 
to resolve these to the best of his ability 
and with strict impartiality as between 
the Government and the taxpayer. He 
is specifically precluded from consider: 
ing such factors as the hazards involved 
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in litigation or the taxpayer’s financial 
ability to pay any resulting deficiency. 
The splitting of issues, or so-called “per- 
centage settlements,” with the view of 
accomplishing an agreed case, is con- 
trary to his authority, and this applies 
alike to all classes of taxes under the 
jurisdiction of the Audit Division. 


In spite of what might appear to be 
a difficult limitation upon the authority 
of the conferee, the fact still remains 
that a large majority of unagreed cases 
come out of the informal conference 
with an agreement. To a very con- 
siderable extent this is due to the fact 
that, as a general rule, the group super- 
visor or other conferee officer, because 
of his maturity, experience and judg- 
ment, is better able to reach an agree- 
ment with the taxpayer on the merits 
of an issue where the examining officer 
was unable to do so. Where the exam- 
ining officer may have been influenced 
in his preliminary determination by per- 
sonal predilection, or prevented from 
setting at all the facts due to lack 
of cooperation by the taxpayer or his 
representative, the conferee is required 
to approach the issue with a painstaking 
effort to get at all the pertinent facts 
and to arrive at the answer with strict 
impartiality as between the Government 
and the taxpayer. 


Function of the Review Staff 


General Discussion 

The Review Staff in the Audit Divi- 
sion is composed of a group of perma- 
nently assigned revenue agents, known 
as “Reviewers,” who work under the di- 
rection of the Chief, Review Staff. The 
Staff has primary responsibility within 
the district for maintaining quality 
standards in audit reports, for the tech- 
nical accuracy of all such reports and 
memoranda or other matters subject to 
review, and for the detection of devia- 
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tions or violations of established Service 
policies and procedures. From the 
standpoint of over-all audit manage- 
ment responsibility, the proper func- 
tioning of the Review Staff is of con- 
siderable importance. Because of this, 
District Directors are held responsible 
for the selection of competent review- 
ing officers. Generally, only internal 
revenue agents of mature judgment, 
broad experience, and with a high de- 
gree of technical knowledge are assigned 
to this Staff. Reviewers must be thor- 
oughly familiar with the procedures set 
up by the National Office to cover the 
multiplicity of recurring situations aris- 
ing in the operations of District Audit 
Divisions. 

Certified public accountants are in an 
excellent position to appreciate the im- 
portance of competent review of audit 
techniques. For example, consider an 
engagement to make the annual audit 
of an average-sized concern, including 
the preparation and certification of 
financial statements. The first step, 
after the customary preliminary survey 
of the accounting records and the sys- 
tem of internal control, is the prepara- 
tion by the in-charge accountant of an 
audit program setting forth the various 
audit steps deemed necessary in the cir- 
cumstances. When the audit has been 
completed, the staff accountants will 
have completed a set of working papers 
supporting each balance sheet account 
and certain income and expense ac- 
counts. After the financial statements 
and the related reports have been ap- 
proved by the in-charge accountant, they 
are submitted for review by a partner 
or, in many of the larger accounting 
firms, by a separate review department 
to determine that they conform to the 
standards of reporting embodied in the 
generally accepted auditing standards 
of the American Institute of Certified 
Public Accountants, and also to make 
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certain, by referring to the working 
papers, that sufficient competent evi- 
dential matter has been obtained to 
afford a reasonable basis for an opinion 
regarding the financial statements under 
examination. 


Now, if we substitute for the certi- 
fied public accountant’s audit program 
the manual of procedure established for 
the guidance of the revenue agent; the 
need for consistency of treatment of 
similar issues in different cases; the 
need for adherence to expressed Serv- 
ice policies concerning various techni- 
cal issues; and, finally, the required 
submission of the revenue agent’s re- 
port and working papers to the Review 
Staff, we have a reasonable compari- 
son of the necessity of the review func- 
tion in the District Audit Division un- 
derstandable by the certified public ac- 
countant out of his own practice. 


Procedure and Policy 

With ¢ a nund we can better 
approach uons of the Review 
Staff. Oni) « functions considered 


relevant to the present discussion will 
be mentioned. The Staff reviews re- 
ports of examination of all types of 
tax returns to verify the revenue agent’s 
determination of tax liability and his 
adherence to the procedural and _ tech- 
nical guidelines already referred to. 
While the extent of the review must ob- 
viously be governed by the nature and 
size of the case, it is not limited to spe- 
cific adjustments proposed by the rev- 
enue agent in his report, but compre- 
hends all necessary adjustments that 
may arise during the course of the re- 
view. Thus, contributions under de- 
ferred compensation plans (Section 404, 
IRC) are subject to review by a 
specialist for evidence of compliance 
with the plan itself and the governing 
statutory limitations, even though no 
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adjustment to the deduction is involved 
in the report. Similarly, the revenue 
agent’s determination regarding the ap. 
plication or nonapplication of the ac. 
cumulated earnings tax on corporations 
(Sections 531-537, IRC) is reviewed, 
The foreign tax credit in general, and 
especially the credit for foreign taxes 
“deemed to have been paid” by a do- 
mestic corporate stockholder in foreign 
corporations (Section 902, IRC) is ai. 
ways reviewed, whether or not an ad. 
justment is made by the revenue agent, 
Again, whether a corporation’s deduc: 
tion for interest discloses evidence of 
“thin capitalization” is subject to scru- 
tiny by the reviewer in the absence of 
a statement in the examining officer's 
report, or evidence from his working 
papers, that the matter was adequately 
considered in the audit. These situa- 
tions are mentioned here merely to in- 
dicate the nature of a reviewer’s respon- 
sibility and not its extent. 


If an item in the return or in the ex- 
amining officer’s report needs further 
explanation, the reviewer will generally 
discuss it with the examining officer with 
a view to amplification of the record. 
If errors are found upon review of the 
examiner’s report, it may be returned 
to the examiner’s group supervisor with 
appropriate instructions. However, where 
the examining officer has secured an 
agreement to his determination of cor- 
rected tax liability, the Review Staff 
will not, as a general policy. reopen 
the case or raise a new issue unless the 
potential effect on the tax liability is 
material. Nevertheless, the right of a 
review officer to disapprove an agreed 
case, when such disapproval is judi- 
ciously exercised within the scope of 
the stated Service policy, cannot be 
disputed. 
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Review of Informal Conference 

Determinations 

As pointed out earlier, the objective 
of the informal conference function is 
to dispose of tax disputes prior to the 
preparation by the examining officer of 
his formal report. Accordingly, where 
an informal conference has been held, 
| the case does not reach the Review 
Staff until the revenue agent has pre- 
pared his report embodying the con- 
clusions reached by the conferee. Ac- 
tion by reviewing officers in such cases 
is, in general, the same as in cases not 
involving the informal conference pro- 
cedure. Procedural directives so pro- 
| vide. However, where the informal con- 
ference has resulted in an agreement 
to the tax liability, it is the expressed 
policy of the Service that reviewing 
officers will not undertake to upset the 
| informal conference decision unless it 
rests upon a clearly defined error of 
fact or law, as distinguished from a 
decision based upon the judgment of the 
conferee with which the reviewer might 
not be in agreement. Where the re- 
viewer determines that he cannot ap- 
prove an informal conference case, he 
is required to submit the entire file to 
the Chief, Review Staff with a memor- 
andum setting forth his views. In the 
Upper Manhattan District the case then 
becomes a matter for the'Chief, Review 
Staff and the Conference Coordinator 
to consider jointly. 


Post-Audit Review and the 
Related Policy Respecting 
Reopening of Closed Cases 


Post-Audit Review 


Questions asked now ind then by 
practitioners are: “If a case is closed 
by agreement in the District Audit Di- 
vision, is it subject to further review 
by ‘higher authority’?” “If so, what 
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are the possibilities of its being re- 


opened?” “Does it make any differ- 
ence that the tax liability was deter- 
mined after informal conference?” 
These questions go straight to the long- 
established function of post-audit re- 
view. Rather than give an immediate 
answer, it may be desirable to place 
the subject matter in its proper per- 
spective. 


Post-audit review is not something 
new. It has always been recognized as 
a very important adjunct of the over-all 
management of the nation-wide audit 
operations of the Internal Revenue Serv- 
ice. Its principal purpose is the very 
desirable objective of achieving maxi- 
mum consistency and accuracy in the 
technical application of the law to the 
diverse situations constantly confronting 
a widely-scattered field service, and the 
adherence to nationally-established audit 
procedures. 


Prior to the 1952 reorganization of 
the Service, post-audit review was cen- 
tralized in the then Income Tax Unit 
in Washington. Its purpose was similar 
to that described above. Since that time, 
responsibility for post-audit review has 
been delegated to each Regional Com- 
missioner who, as the principal field 
official in his assigned region, adminis- 
ters every aspect of the program of the 
Service under the authority delegated 
to him by the Commissioner of Internal 
Revenue. The Regional Commissioner 
therefore, directly responsible for 
carrying out the audit procedures and 
policies of the Service. Post-audit re- 
view of tax liability determinations on 
the district level is an important aspect 
of audit policies and procedures. It has 
been placed under the immediate super- 
vision of the Assistant Regional Com- 
missioner (Audit) who, by specific dele- 
gation of authority from the Regional 
Commissioner, exercises over-all super- 


is, 
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vision and direction of the audit pro- 
grams and policies in the region. In 
the New York Region, this embraces 
the six District Directors’ offices in the 
State of New York. The personnel as- 
signed to post-audit review have the 
title of “Regional Analyst.” 


In line with the objective mentioned 
above, the major purpose of the re- 
gional post-audit review of examined 
agreed cases is to discover and identify 
the categories of most frequent pro- 
cedural and technical errors in order 
to take appropriate measures to im- 
prove the quality, technical adequacy, 
and uniformity of the audit activity. 


The practicalities of large-scale tax 
audit operations make impracticable a 
post-audit review of all cases closed in 
a district audit division. Accordingly, 
regional post-audit review activity is 
carried on under an efficacious selective 
sampling method which takes in closed 
income, profits, estate and gift tax cases 
of all types. 


In all cases closed after informal 
conference, the purposes of regional re- 
view are, in addition to those men- 
tioned: (1) to spot any indications of 
the assumption of settlement powers on 
the part of the conferee, such as the 
splitting or concession of issues for the 
purpose of securing an agreement, and 
(2) to observe that the requirements for 
powers of attorney and the rules regard- 
ing the recognition of only enrolled 
attorneys and agents have been com- 


plied with. 


Reopening of Closed Cases 


It is the policy of the Service not to 
reopen cases closed by agreement in 
the District Director’s office except those 
involving substantial error, both in 
amount and in relation to the total tax 
liability, and cases in which there may 
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be evidence of fraud or collusion. The 
importance of maintaining this policy 
is such that an analyst’s recommenda. 
tion to reopen an agreed case must be 
approved by the Assistant Regional 
Commissioner (Audit), personally, be. 
fore the case is returned to the District 


Director for reconsideration. It is the 
expressed policy in this connection not 
to reopen a closed agreed case by the 
mere substitution of an analyst’s judg. 
ment for that of the audit division per. 
sonnel who acted on the case, where the 
issue is predominantly factual in nature 
and the exercise of judgment has been 
the decisive factor in the disposition 
of the case. On the other hand, the 
“exercise of judgment,” as understood 
in its present context, is often the final 
act of determining the precise legal con- 
sequence of a given situation after the 
discriminating evaluation of all ma. 
terial facts as the indispensable pre- 
cedent. And the process is identical 
whether it be performed by the exam- 
ining officer, the conferee or the re- 
gional analyst. This being so, and 
human nature being what it is, it is 
understandable that cases may arise oc- 
casionally when the analyst’s concern 
with his own responsibility, in the face 
of what he believes to be a relatively 
substantial technical error, is apt to 
outweigh the question as to the pre- 
dominance of the revenue agent’s (or 
the conferee’s) judgment as a factor in 
the decision. And so the case is re- 
turned to the District Director for 
reconsideration. Yet, considering the 
very large number of cases closed by 
agreement in the district audit divisions 
in general, and with particular reference 
to the larger New York districts, it is 
fair to state that the number of cases 
reopened is relatively insignificant in 
the over-all picture. 


_ Where technical errors are found 
which do not warrant reopening the 
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case, but which the regional office be- 
lieves may be of a recurring nature, an 
advisory memorandum is addressed to 
the District Director indicating the 
character and source of the error. This 
is in line with the Regional Commis- 
sioner’s responsibility for establishing 
procedures which will improve the qual- 
ity of audit activity and prevent the 
recurrence of errors discovered by 
regional review. Such advisory memor- 
anda are circulated to the appropriate 
personnel. 


Some Recurring Errors and 
Omissions in Tax Practice 


The following suggestions are drawn 
from practical experience. They are 
mentioned solely with the view of being 
helpful to practitioners and removing a 
cause of delay in granting informal 
conferences. 


No attorney or agent is eligible to 
represent a taxpayer before the Treas- 
ury Department unless he is enrolled to 
practice in accordance with the laws and 
regulations governing the recognition 
of agents and attorneys set out in De- 
partment Circular No. 230 (revised De- 
1951). Every enrollment 
card issued by the Department since 
January 1, 1952 contains the following 
statement: “This enrollment card shall 
become void five years after its date of 
issue.” Application for renewal of en- 
rollment cards may be made at any time 
commencing twelve months before and 
ending twelve months after the expira- 
tion of the card. A holder of a void 
card is not entitled to practice before 
the Department and will, therefore, not 
be allowed to represent a taxpayer at 
any informal conference. This matter 
was publicized by the Revenue Service 
in November 1956 (see C.B. 1956-2, 
page 1367), and in THE NEw York 


cember 7. 
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CERTIFIED PunLic ACCOUNTANT, Decem- 
ber 1956 issue, page 744. The enroll- 
ment card must be presented upon re- 
quest when the attorney or agent ap- 
pears for any discussion or conference 
regarding a case. 


A power of attorney is an essential 
requirement of representation as an ad- 
vocate, and this is so whether or not 
the taxpayer is also present at a confer- 
ence. An unenrolled person may not ap- 
pear and represent a taxpayer, even if 
he has a power of attorney. These rules 
are sometimes forgotten. Powers of at- 
torney must be furnished in duplicate, 
with one additional copy for each tax- 
able year in excess of one. Failure to 
observe this rule results in delay in ar- 
ranging a conference. A new power of 
attorney will not be accepted for filing 
if an unrevoked power of attorney to 
another representative is on file. In that 
connection, an important rule sometimes 
overlooked provides that the revocation 
of the authority of the former attorney 
or agent is not effective insofar as the 
Service is concerned prior to the giving 
of written notice to the Service that the 
authority of such attorney or agent has 
been revoked and that the former attor- 
ney or agent has been notified in writ- 
ing by the taxpayer of such revocation. 
Revenue Service Form 790 (‘‘Revoca- 
tion of Power of Attorney”) may be 
used to notify the District Director. 


Practitioners must file with the power 
of attorney a signed “Statement Rela- 
tive to Fees” (Revenue Service Form 
1171), required by Section 10.2(y) of 
the aforesaid Circular No. 230. Failure 
to do so results in delay. Whenever an 
enrolled attorney or agent has entered 
into a wholly or partially contingent fee 
arrangement in a tax case, he is re- 
quired to: (1) file with the Director of 
Practice, Washington, D.C., a signed 
statement to that effect, containing the 
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terms of the contract relating to com- Special Ruling of December 19, 1957, 
pensation, and (2) sign that portion of set out in paragraph 6296 of C.CH. 
Form 1171 applicable to such situations. Federal Tax Service, 1958, Vol. 6, and 
What constitutes permissible contingent 1958 Prentice-Hall Current Decisions 
fee arrangements is set out in Section Volume, paragraph 54703.) In addi- 
10.2(y) of Circular 230. tion, every protest, claim, affidavit, writ. 
y ten argument, or statement of fact, pre- ¢ 
A defect which, when present, causes pared or filed by an enrolled attorney 
not only delay but inconvenience to both |. agent in any ‘eauaies pending before 
the practitioner and his client, has to do ae Department, shall have af- 
with the preparation of a protest ROO nh a es signed by such 
the preliminary determination report, or attorney or agent showing whether he 
“30-day letter”, issued by the District prepared such document and whether or 
Audit Division. The protest and sup- not he knows of his own knowledge that F 
porting statements must be signed by the statements of fact contained therein . 
the taxpayer under oath and submitted are true. (See Section 10.2(g) of Cir- e 
in triplicate. (See, in this connection, cular No. 230.) ‘ 
fo 
ab 
Th 
15 
Education is a Continuous Process . 
The leading out, the growth, the flowering, the fruition of talents and of 
abilities are, like the democratic societies in which they flourish best, steps dat 
in a process. Education is never finished. We do not complete an education, he 
because we cannot. The educational process is coterminous with life. Man- 
kind tacitly admits this in the oft-used expression, “live and learn.” But 
each of us can fail to continue that part of his education which derives from Rec 
the printed word and the reaction of ourself and others to it. Such failure , / 
means retrogression. In the realm of the intellect, as in the realm of the heh 
spirit, there is no standing still. Either we move forward, or we lose 
ground... ng, 
The passing of the Uniform CPA Examination is analagous to com- If t 
mencement at high school or college level. It means the beginning, not the owl 
end. It means the beginning of a more leisurely, and, because of the sepe 
leisurely pace, a more thorough and painstaking study of the best literature sep. 
im the discipline we call accounting. .. . When an accountant takes the 
attitude that “schooling” is finished because he has passed the CPA es 
examination he cuts himself off from much that he ought to know and, retu 
im effect, establishes a barrier between himself and the constant accretions viou 
to that stockpile of knowledge which come out of the continuing experience infe 
of his fellow practitioners. . 
Ing 
Epwarp J. Kerry, “Self-Improvement Through Continuing able 
Education,” Tue Catirornta CPA, August 1958 —_ 
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Guest Editor—ArTHUR J. Dixon, CPA 


Final Income Tax Return 
for Resident Decedent 


New York State has recently issued 
Form IT-206, which is captioned “New 
York State Income Tax—Resident De- 
cedent Final Return.” This form is to 
be filed by the executor or administrator 
for that portion of the decedent’s tax- 
able period prior to the date of death. 
The due date of the return is still April 
15 for calendar year taxpayers. For 
fiscal year taxpayers, it is the 15th day 
of the fourth month following the close 
of the fiscal year in which falls the 
date of death. Form IT-203 is still to 


be filed for non-resident decedents. 


Requirement as to Separate Return 


A separate return must be filed on 
behalf of all decedents although they 
may have been married at time of death. 
If the surviving spouse has his or her 
own income, he or she must also file a 
separate return. This requirement of 
separate returns is, for the first time, 
expressly stated on both the income tax 
return and the instruction sheet. Pre- 
viously, this requirement could only be 
inferred by reading the regulations deal- 
ing with change of status during a tax- 
able year. 





Artuur J. Dixon, CPA, is a member 
of our Society’s Committee on Federal 
Taxation. Mr. Dixon is a partner in 
the firm of Oppenheim, Appel, Payson 
& Co., Certified Public Accountants. 
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The proportionate part of the $2,500 
personal exemption of a married couple 
for the taxable period prior to death 
may be apportioned in accordance with 
an agreement between the decedent’s 
representative and the surviving spouse, 
but in absence of an agreement it will 
be apportioned equally. In addition, a 
proportionate part of an exemption of 
$1,000, dependent upon the number of 
months from the date of death to the end 
of the taxable year, may be claimed by 
both the decedent and the surviving 
spouse. It is important to note that the 
surviving spouse may qualify as a head 
of family for the remainder of the tax- 
able year. The representative of the 
decedent, when reporting the income of 
the decedent’s estate for the period after 
death, is, of course, allowed the statu- 
tory exemption of $1,000. 


Reporting on the Accrual Basis 


The income and deductions of a cash 
basis decedent must be reported on the 
accrual basis on his final return. In this 
respect, New York tax law differs from 
federal tax law which, in Section 691 of 
the Internal Revenue Code, provides for 
the reporting of income and deductions 
in respect of the decedent by his estate 
or beneficiaries. 

According to the instruction sheet is- 
sued in connection with the new Form 

Ep. Note: For an interim period, until a 
permanent departmental editor has been 


selected, this department will be conducted 
by guest contributors. 
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IT-206 (just confirmed by Reg. Art. 
493-1.7), a decedent’s final return must 
include an accrual of his distributive 
share of the income earned prior to his 
death by any partnership of which he 
was a member. This, again, is a de- 
parture from the federal rule that the 
decedent’s estate will generally report 
the entire distributive share of the part- 
nership imcome, including the amount 
attributable to the pre-death period. This 
new instruction and regulation is rather 
surprising in view of the change in Sec- 
tion 364 of the Tax Law which was effec- 
tive July 1, 1957. The new provision 
states that if a partner’s “entire interest 
in the partnership is sold, exchanged or 
liquidated, then his distributive share of 
the net income or net loss and net capi- 
tal gain or net capital loss of the partner- 
ship for the period ending with the sale, 
exchange or liquidation shall be included 
in his income within the fiscal or calen- 
dar year upon the basis of which the 
partner’s net income and net capital 
gain are computed, in which such sale, 
exchange or liquidation occurred. For 
purposes Of this section, the death of a 
partner does not constitute a liquidation 
of his entire interest in a partnership.” 

We thought that the last sentence was 
intended to bring the New York State 
income tax treatment of the final year’s 
partnership income of a decedent into 
line with the federal treatment. Appar- 
ently, the State Tax Commission’s view 
is that the law amendment did not affect 
the previously existing accrual require- 


ment. 


Exceptions to Accrual Rules 


It should be noted that the state ac- 
crual rules set forth above are subject 
to two exceptions. If the executor or 
administrator of the estate and all other 
persons who, under any conceivable con- 
tingency. might possibly be entitled to 


some of the accrued income 


receive 
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items, agree to report such items on 
their returns, and file a_ satisfactory 
bond, the accrual rule is not applicable. 
Furthermore, the same result is reached, 
without an agreement or bond, where 
the decedent’s final return and the re. 
turn of the estate for the period from 
date of death to December 31st of the 
same year are filed together on or be. 
for their due dates and all of the income 
accrued to date of death is included in 
the gross income of the estate for such 
period. If the preceding sentence is ap- 
plicable, an affidavit should accompany 
the return of the estate setting forth the 
facts. 


Recent Changes in the New York 
State Income Tax Law 


With the start of another tax season 
just around the corner, now is an appro- 
priate time to review recent amendments 
to the Tax Law that are effective for 
years beginning on or after January 1, 
1958. 


Liquidating Distributions by Partnerships 


Payments made in liquidation of an 
interest of a retiring partner oY a de- 
ceased partner’s estate are no longer 
necessarily treated as having been re- 
ceived in a sale or exchange of his part- 
nership interest. 

To the extent that the distribution is 
in exchange for the partner’s interest 
in the partnership assets (other than 
goodwill and unrealized receivables). 
capital gain or loss treatment will still 
result. The amounts paid, however, for 
goodwill of the partnership (except to 
the extent that the partnership agree- 
ment provides specifically for such pay- 
ments), for unrealized receivables (as 
defined in the law). as well as any pay- 
ments not covering specific assets, are 
treated as a distributive share of the 
partnership income. 
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Thus, the New York State treatment 
of liquidating distributions by partner- 
ships now closely follows the federal 
treatment. On sales of partnership in- 
terests, however, New York State still 
applies complete capital gain or loss 
treatment and does not provide for the 
reference to the nature of the partner- 
ship assets required by the Internal 
Revenue Code. 


Change from Accrual to Installment Basis 


An accrual basis taxpayer who elects 
to report his net income and capital 
gains on the installment basis must in- 
clude in his income all amounts received 
in the taxable year including amounts 
already taxed on the accrual basis. The 
tax paid on these accrued amounts in 
prior years may, however, be credited 
against the current installment-basis 
taxes. The usual application of this sec- 
tion is to dealers in personal property 
who change their method of accounting 
and is the same as IRC Section 453(c). 


Exemption for Students 


The $800 exemption for dependents 
attending approved schools or colleges 
of higher education has been liberalized 
to include students under 18 years of age 


as well as those over 18. Business 
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Schools registered and approved by the 
State Education Department have been 
added to the list of approved schools. 


Prizes and Awards 


Prizes and awards are included in 
taxable income except if the awards 
are made primarily in recognition of 
religious, charitable, scientific, educa- 
tional, artistic, literary, or civic achieve- 
ment. The recipient must be selected 
without any action on his part to enter 
the contest and must not be required 
to render substantial services in the 
future as a condition to receiving the 
award. An award such as the Nobel 
prize would be tax exempt under this 
provision, which is the counterpart of 
Section 74 of the Internal Revenue Code. 


Scholarships and Fellowship Grants 


Scholarships at an approved school 
or college or fellowship grants are not 
includible in taxable income except as 
to amounts received which represent 
payments for teaching, research or other 
services which are not required of all 
candidates for a particular degree. For 
individuals who are not candidates for 
a degree, the exclusion is limited to $300 
a month for 36 months. This provision 
is similar to IRC Section 117(b). 





Accounting at the SEC 


Conducted by Louts H. Rappaport, CPA 


The Conformity (or Compliance) Letter 


In most registration engagements 
there are at least two experts employed 
by the company—lawyers and account- 
ants. Lawyers frequently participate in 
the drafting of the so-called “narrative” 
section of the registration statement, or 
they review the statement prepared by 
others. Accountants may help with the 
preparation of the financial statements 
and supporting schedules, but primarily 
they are employed to furnish an inde- 
pendent opinion concerning such state- 
ments and schedules. 

At some point in the proceedings (at 
least in underwritten issues) the attor- 
neys are usually asked to give their legal 
opinion as to the compliance of the 
registration statement, except the finan- 
cial statements and schedules and earn- 
ings summary (as to which they are not 
in a position to express an opinion), 
with the requirements of the Securities 
Act of 1933 and the rules and regula- 
tions thereunder. 

To complete the compliance picture, a 
“conformity” letter (sometimes called 
a “compliance” letter) is customarily 
furnished by the certifying accountant. 
Sometimes the request for this conform- 





Louis H. Rappaport, CPA, a@ partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, CPAs, is the author of 
SEC AccounTiInG PRACTICE AND PRo- 
CEDURE. 
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ity letter springs from a provision to 
that effect in the underwriting agree- 
ment; at other times, where no under- 
writing is involved, it will be requested 
for the benefit of the directors of the 
corporation who sign the registration 
statement. But whatever the source, the 
accountant will usually be requested to 
report whether, in his opinion, the 
financial statements, summary of earn- 
ings, and supporting schedules covered 
by his certificates in the registration 
statement comply with the Act and the 
Commission’s rules and_ regulations 
thereunder. 

A typical form of such a conformity 
letter follows: 


(Name of client) 
(Address) 

We previously submitted our reports dated 
sletaletaa enlace seeisnlsco tree upon our examination 
of the financial statements and _ supporting 
schedules of (name of company) and _ the 


consolidated financial statements and support- 
ing schedules of that company and its sub- 


BUIATIES AS CO fia:s 555'6.4:0'5.0-steigs alee and for the 
AB aes areret tacorersieig , aiars!oraie aise Re armete 
sstaleynssinra’ and the summary of earnings for 
PHOAVORIS orc ie.crieic cer nae oc ulaerecein HO cc snares 
Ric hmcuctet , inclusive. The afore-mentioned 


statements, supporting schedules and summary 
of earnings together with the said reports 
appear in registration statement No. .......+: 
filed by (name of company) with the Securi- 
ties and Exchange Commission. 


In our opinion, the financial statements. 
supporting schedules, and summary of earn 
ings covered by our reports conform in all 
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material respects with the pertinent require- 
ments of the Securities Act of 1933 and the 
pertinent published rules, regulations, and 
instructions of the Securities and Exchange 
Commission. 

The conformity letter (such as the 
foregoing specimen) is ordinarily ad- 
dressed to the accountant’s client, but 
there is no objection to furnishing copies 
to other interested parties, such as 
underwriters, if the accountant is author- 
ized to do so by his client. If, however, 
the accountant is asked to address a 
conformity letter to third parties (under- 
writers, for example) the accountant 
may do so provided he receives such 
request in writing. The authorization 
from his client may be in the following 
form: 


Dear Sirs: 

We have entered into an_ underwriting 
agreement with (name of underwriters) under 
the terms of which the company agrees that 
your firm will furnish a letter, in form and 
substance satisfactory to the underwriters, to 
the effect that the financial statements, sup- 
porting schedules, and summary of earnings 
in the registration statement and prospectus 
conform in all material respects with the 
pertinent requirements of the Securities Act 
of 1933 and the pertinent published rules, 
regulations, and instructions of the Commis- 
sion thereunder. 


Will you therefore please furnish such a 
letter to (name of underwriters) as _repre- 
sentatives of the several underwriters under 
the underwriting agreement dated (date). 


(Signature of client) 
When the accountant has thus been 


authorized by his client, he may address 
his conformity letter to third parties. 
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A typical form of conformity letter ad- 
dressed to underwriters would read as 
follows: 


Messrs. (name of underwriters) as representa- 
tives of the several underwriters under the 
underwriting agreement of (name of com- 
pany) dated (date). 


Dear Sirs: 

We have been requested by our client 
(name of company) to furnish to you our 
opinion, which follows, pertaining to registra- 
tion statement No. ........ used in register- 
ing, under the Securities Act of 1933, (insert 
description of securities) : 

We previously submitted our reports dated 
ashes emeameenede upon our examination of 
the financial statements and supporting sched- 
ules of (name of company) and the consoli- 


dated financial statements and _ supporting 
schedules of that company and its subsidiaries 
OTOL dnenidew aus vosetens and for the years 
we Sraroro'6- 4) YW@ Ee Guat orate ge © eiaperare er aararerarae eras , and 
5 Suceieea na erestomrl oes , and the summary of earn- 
ings for ‘the years: .c.ccccceacecaeneees to 
ereratlan sates Rea eater , inclusive. The afore- 
mentioned statements, supporting schedules, 


and summary of earnings, together with said 
reports, appear in the registration statement. 

In our opinion, the financial statements, 
supporting schedules, and summary of earn- 
ings covered by our reports conform in all 
material respects with the pertinent require- 
ments of the Securities Act of 1933 and the 
pertinent published rules, regulations, and 
instructions of the Securities and Exchange 
Commission. 


Very truly yours, 


The date of the conformity letter is 
usually the effective date of the registra- 
tion statement, or, in the case of a letter 
addressed to underwriters, the date of 
delivery of and payment for the securi- 
ties (the “closing date”). 







Administration of a CPA Practice 


Conducted by Max Bock, CPA 


Tax Return Control Records 


A tax return control sheet is a vital 
record for every CPA firm however 
small and however large. So many pro- 
cedures and checks are involved that 
the lack of an integrated control and 
permanent record can result in loss of 
time and effort, confusion, and client 
embarrassment. 

Practitioners who presently use decen- 
tralized controls should give studious 
thought to a form for control of per- 
sonal returns (reproduced on page 905) 
which is employed by the firm of Zipper 
& Mandl, Certified Public Accountants, 
of Oyster Bay, N. Y., and which was 
made available to this Department by 
one of the partners. Other such forms 
are undoubtedly in use by CPAs and 
specimens will be found in Chapters 7 
and 21 of the CPA Handbook. Control 
sheets are equally important and useful 
for business tax returns. 

The form here displayed was de- 
signed, as we were informed, to incor- 





Max Buiocx, CPA (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant’s Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at the Baruch School of Busi- 
ness and Public Administration of The 
City College of New York in the gradu- 
ate course on Accounting Practice. Mr. 
Block is a member of the firm of An- 


chin, Block & Anchin. 
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porate all of the following steps on one 
control sheet: 


1. Interview. 

2. Follow-up and completion of return. 

3. Reconciliation of federal and_ state 
returns. 

. Review of returns. 

Correction of returns. 

. Recheck of corrections. 

Type (or duplication). 

. Proofread. 

. Assemble return. 

10. Instruction to client. 

11. Compute invoice. 

12. Invoice. 

13. Filing. 

14. Returning records to clients. 


eaOrNaA0e 


Fees for Personal Tax Returns - 
Billing Considerations 


Where charges are made for the prep- 
aration of personal tax returns there is 
room for consideration of the problem 
of fee determination and, as a logical 
sequence, the billing procedure. 

The determination of the fee has in- 
tangible and tangible aspects. Goodwill 
and promotional aspects may dictate 
preferential rates for a special person- 
age, though this is not necessarily a 
wise policy in every instance. Tangible 
factors usually involve these basic ele- 
ments: 

1. Time expended and billable rates. 

2. Compensation for extraordinary 
accomplishments. 

3. Tax examination responsibilities 
and prospective difficulties. 

4. Tax examination time and accom: 
plishments. 
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Date Received 
Special Instructions: 


ldminisiration of a CPA Practice 


Tax Return Control Sheet 


Received By | 











Name 





Address 








Ozalid ( ) 


File: Reg. 


Date Promised 


Type( ) Tel. No. 





a a an 





() Ann. ( ) 


Missing Data: 


Comments To Reviewer: 





Interview - Personal ( ) 
Has consideration been given to protection of 


FICA retirement? 


Other: 


For preparation of 1956 tax returns 


When Available 


Telephone ( ) 






































FILING INSTRUCTIONS FOR TAX RETURNS | FEDERAL 1957 ESTIMATE STATE 
File original of Form No. # # # 
Enclose check for $ $ $ 
Payable to Internal Revenue Internal Revenue State Tax 
Service Service Commission 
Address Albany 1, N.Y. 
Due date sf Ade ee! April 15, 1957 
(Mail at least three days prior) 
Signatures 
Installments are due as follows: $ 6/15/57 $_ 7/15/57 $___ 
Refund Due $ 9/16/57 $ 11/15/57 $ 
Overpayment applied to 1957 Declaration 1/15/58 $ 2/15/58 $ 
of Estimated Tax $ 
Total Es.$ Tot. Tax$ 
Date Initials Time Calculation of Invoice: 
Interview Total @ $ 
Follow up & completion Partner 
; Per Diem 
Review Senior 
Correction of return , ae 
Semi-Senior 
Recheck ere 
Typed ( sheets) Junior — 
Proofread (___ sheets) Clerical 
Ozalid & assembled 
Proofread invoice 
Completed return signed Total 























































































































Where factors (2) and (3) are miss- 
ing, which is probably the case in the 
large majority of personal returns, the 
billing might well be on a time basis, 
giving consideration to the fact that the 
billable rates should reflect overtime pay 
and expenses and the stresses and 
strains of the activities. Whether the 
rates should be adjusted for large- 
income taxpayers and some-income tax- 
payers is a matter for disposition by the 
individual practitioner. 

However, where astute tax planning 
effecting substantial economies is in- 
volved, the time yardstick loses its rele- 
vancy. It is only fair that there be com- 
pensation for extraordinary achievement 
as well as for time expended. In such 
cases the practitioner is faced with this 
question: Is it proper or wise to bill 
for the achievement when the return is 
prepared or wait until it has been passed 
upon by the Internal Revenue Service? 
The answer is not necessarily one or 
the other: instead, it should combine the 
elements of both. Here is a fair, prac- 
tical course to follow and one that may 
be suitable in most instances: 


1. There should be an advance dis- 
cussion of the total fee wherein the com- 
ponent parts should be specified but no 
dollar values necessarily ascribed to 
each. 


2. The component parts are: (a) the 
planning or the idea (b) time involved 
therein and in the preparation of the 
return (c) accomplishment in the tax 
examination, and (d) time involved in 
the tax examination. 


There should be an initial bill to cover 
all of the preparatory time element. It 
would be proper even to include some- 
thing for the planning or idea although 
the individual practitioner must settle 
that for himself as to each individual 
case. After the examination has been 
completed, the final bill should be sent 
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out and should take into account the 
favorableness of the results and the time 
and effort involved. This invoice should 
provide for such part of the planning or 
idea factor as had not been previously 
billed and for the examination efforts 
and time. 


“Pseudo-Corporations” Present 
Real Problems to Accountants 


There’s just no relief for accountants 
from relief provisions for taxpayers. 
Now we must absorb the entire gamut 
of the Technical Amendments Act of 
1958 and the Small Business Tax Revi- 
sion Act of 1948, which contain almost 
200 provisions of diverse length, com- 
plexity, and doubt—not to mention new 
excise and social security tax provisions. 

One amongst the income tax provi- 
sions has particular interest because it 
constitutes a revolutionary development 
in the taxation of corporations and, in 
addition, creates some interesting book- 
keeping and accounting problems. This 
is the “pseudo-corporation” provision 
permitting eligible corporations to elect 
to be taxed as if partnerships. Credit 
grantors, too, will be much concerned 
with this provision because it will con- 
front them with new financial statement 
concepts and problems in the mainte- 
nance of comparison continuity. In ad- 
dition they may be confronted with a 
stream of reorganizations designed to 
take advantage of the new privilege. 
which will require extensive revisions of 
their files and new credit appraisals. 

For accountants the new provision 
presents the following opportunities for 
service to clients and to their credit 
grantors, as well as the following prob- 
lems: 

1. We must evaluate each eligible 
corporation as to the advantages and 
disadvantages that will accrue from the 
election to be taxed as a partnership. 
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instances the answer will be 


In the 


In many 
obvious, in others it will not. 
latter cases the clients must be consulted 
and should join in making the final de- 
cision. Every eligible corporate client 
should be informed, in any event, that 
his status had been reviewed. 


2. Partnerships may now seek to in- 
corporate, to obtain the advantages of 
the corporate form without giving up 
their partnership tax status. This, too, 
will necessitate analyses and conferences 
with clients. 


3. Split-ups, spin-offs, liquidations, 
and multi-corporation proposals may 
emanate from accountants as they con- 
template the various ways and means of 
utilizing the new provision. 


4, Financial statements of pseudo 
corporations will reflect new accounts, 
peculiar to themselves, and present prob- 
lms in the continuity of comparisons. 
These are the common situations that 
may arise from the election: 

(a) The elimination of the federal 
income tax expense and liability from 
the statements. 

(b) Retained earnings must be seg- 
regated between that which may be with- 
drawn tax-free and that which may not, 
and drawings must be allocated between 
them. 

(c) Stockholder - executive salary 
patterns may change. 

(d) The stockholder-executives may 
have to draw out of the company 
amounts in excess of salaries in order 





lo pay their personal income tax. 

| (e) Freedom from double tax may 
increase withdrawals of retained earn- 
ings and perhaps seriously affect work- 
ing capital. 
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The effects of the new developments 
on the financial statements must be dis- 
closed therein in a didactic manner, 
for the information of the client and 
for the benefit of credit grantors who 
will be confronted with sudden and un- 
expected changes. Surely, in the first 
year of the election the fullest possible 
disclosure is necessary in order that all 
analysts get a complete understanding 
of what has happened, and the effects 
on the statements. In subsequent years, 
data of an explanatory and reconciling 
nature may also be required regularly. 

As if the foregoing are not enough, 
we may look into the future and visual- 
ize the day when the election should be 
terminated—what problems! Five years 
thereafter there may develop a really 
sadistic twist, the election may again 
be exercised—what irony! 


Annual Reminder on Reproducing 
Tax Return Copies 


Let us not forget that the privilege of 
reproducing tax returns on translucent 
or other acceptable forms is contingent 
upon two conditions, namely, compli- 
ance with the regulations of the respec- 
tive tax departments and the submission 
of legible and clean returns. Therefore, 
as we approach the new personal income 
tax period let us do the following, as a 
minimum: 


1. Check on the regulations covering 
such reproductions to learn of the re- 
visions that must be observed. 


2. Check on the quality of the ma- 
terials to be used. 


3. Issue firm instructions to all con- 
cerned about the need for the maximum 
satisfactory performance. 
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Payroll Tax Notes 


Conducted by SAMUEL S. Ress 


Unemployment Insurance Benefits 
During an industrial Controversy 


Benefit claimants who become unem- 
ployed because of a strike, lockout or 
other industrial controversy in the estab- 
lishment where they were employed, 
will have their rights to unemployment 
insurance suspended for 49 days be- 
ginning with the day after loss of em- 
ployment, or until the labor dispute is 
ended if it does not last 49 days. The 
19-day suspension period is not termi- 
nated by intervening other employment 
during the labor dispute. 

In a recent lengthy Appeal Board 
decision (Case Nos. 63,261 through 
63,308-1958, and 63,355 through 63.- 
379-1958, dated October 15, 1958), 
the determination of the issue as to 
whether or not the 49-day suspension 
period should be invoked was con- 
sidered after the employer protested 
against the payment of benefits to cer- 
tain claimants on the ground that they 
had lost their employment due to an 
industrial controversy in the establish- 
ment in which they were last employed. 





SAMUEL S. Ress, an associate member 
of our Society since 1936, is a member 
of the New York and Massachusetts 
Bar. He is engaged in public practice 
in his own office in New York City 
specializing in payroll taxation and 
labor-management matters. 

Dr. Ress is a member of the Society's 
Committee on New York State Taxation 
and chairman of its Subcommittee on 
Unemployment Insurance. 
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The Industrial Commissioner concurred 
with the employer and suspended the 
payment of benefits to the claimants 
involved. The referee ordered the sus. 
pension determination rescinded and 
the Appeal Board affirmed the decision 
of the referee, by a 2 to 1 vote. 

There was an industrial controversy 
at Idlewild Airport in Queens, New 
York, initiated on September 18th, 
1957 by the failure and refusal of vari- 
ous employees to work. In _ rapid 
succession additional work stoppages 
ensued at three of the employer’s in- 
stallations in Florida and in Louisiana. 
Faced with the impairment of its opera- 
tions over its entire system, the em- 
ployer furloughed practically all its em- 
ployees on September 22, as of which 
date the controversy at Idlewild Air. 
port had not terminated. Among those 
furloughed were the claimants employed 
at the ticket offices in Manhattan. 

The question arises as to whether the 
Manhattan employees may be subjected 
to the seven-week suspension period on 
the ground that they lost their employ- 
ment because of an industrial contro- 
versy in the establishment in which they 
were employed in accordance with Sec- 
tion 592.1 of the Unemployment Insur- 
ance Law. The employer-appellant and 
the Industrial Commissioner’s position 
were supported by the opinion of the 
dissenting member of the Appeal Board 
that the term “establishment” must be 
construed to mean all the employer’ 
installations in New York City includ: 
ing offices in Manhattan, because of the 
closely integrated nature of airline op: 
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erations. In citing Matter of Machcin- 
ski, 277 App. Div. 634, and Matter of 
Lasher, 279 App. Div. 585, the majority 
of the Appeal Board found support for 
its holding that the employees laid off in 
Manhattan could not be deemed to have 
lost their employment in the employer’s 
establishment because of an industrial 
controversy in Queens. 

The test applied from the cited cases 
was that where the employees worked 
in areas many miles distant from the 
situs of the industrial controversy, they 
were not to be considered as having 
heen employed in the establishment 
where the controversy existed. 


Benefit Claims In Resort Areas 


Close attention should be given 
to the following principles regarding 
daims for unemployment insurance 


benefits by former employees in resort 
areas, in deciding about protesting the 


same. 
Any claimant who moves to a resort 
area must meet these requirements 


which apply whenever a claimant re- 
moves his residence to another locality: 


1. Such claimant, in order to meet 
the test of availability, mest show sin- 
cere, concerted and substantial efforts 
in search of work and a desire to accept 
obtainable work under employment con- 
ditions prevailing in the locality to 
which he moved. 


2. If there is no reasonable oppor- 
tunity of obtaining employment for 
which he is fitted by training and ex- 
perience, such claimant may be con- 
sidered unavailable for employment un- 
less he is ready, willing and able to 
perform other work, as similar as pos- 
ible to his usual occupation, for which 


reasonable employment opportunities 


exist in the area. 
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3. If it becomes apparent that such 
claimant has no reasonable employ- 
ment opportunities of any kind in the 
resort area, he should be considered un- 
available for employment and not en- 
titled to unemployment insurance bene- 
fits. 

Moving into a resort area for a tem- 
porary period is practically conclusive 
evidence that the claimant has done so 
for vacation purposes and that he is un- 
available for employment, unless he is 
engaged in an occupation for which 
there are customarily reasonable em- 
ployment opportunities in the area for 
the temporary period. Repeated resi- 
dence for a temporary period in a re- 
sort area during the resort season in 
past years without a work history is 
strong evidence of unavailability, even 
if claimant is ordinarily engaged in an 
occupation for which reasonable em- 
ployment opportunities exist. A per- 
manent resident of a resort area, whose 
work history is confined to employment 
during the resort season, should be con- 
sidered unavailable during the off- 
season, unless he demonstrates a sincere 
and consistent effort in searching for 
work. Such a claimant should be con- 
sidered unavailable for work if he 
would not be able to accept otherwise 


obtainable work because of lack of 
transportation. 

The Division of Employment has di- 
rected that an employment history 


which is exclusively with a family enter- 
prise during a resort season and in a 
resort or other area, must be the subject 
of painstaking and exhaustive investiga- 
tion to determine whether wages re- 
ported by the employer are in excess of 
those actually earned to enable the 
favored claimant to qualify for higher 
benefits, and whether such claimants 
are truly in the labor market during the 
off-season. 












Federal Income Taxation 


Decisions and Rulings —Ricuarp S. Hester, CPA 


Commentary 


— Committee on Federal Taxation 


Chairman, HERBERT M. MANDELL, CPA 


Decisions and Rulings 


Contingent Fee Arrangements 


Although Treasury Department Circ. 
No. 230 (revised January 5, 1951) con- 
tains the requirements relating to con- 
tingent fee arrangements made in a 
Treasury matter in Section 10.2(y), the 
office of the Director of Practice has 
found it necessary to issue a statement 
emphasizing this section. Apparently it 
has not been satisfactorily observed. 


The section provides that no ccatin- 
gent fee arrangement shall be entered 
into unless the financial status of the 
client is such that he would otherwise 
be unable to obtain representation. Par- 
tially contingent fee arrangements are 
permissible where provision is made for 
a minimum fee which is “substantial 
in relation to the possible maximum 
fee.” The minimum fee is to be paid 
irrespective of the outcome of the pro- 
ceeding. The Director of Practice has 
ruled that the minimum fee shall not 
fall below 10 per cent of the maximum. 


The notice also points out that a 
person enrolled to practice before the 
Treasury Department is required to re- 
port directly to the office of the Director 
of Practice information about any 
agreements for contingent fees. 
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Request for Technical Advice 


Where, in the process of an examina- 
tion or informal conference, it is found 
to be desirable to request that an issue 
be referred to the National Office for 
a ruling or for technical advice, the 
revenue agent or informal conferee pre- 
pares such request. Once the request is 
made, a taxpayer is entitled to a hear- 
ing in Washington to present his side 
of the case. Heretofore, the Internal 
Revenue Service official involved has 
had the option of asking for the advice 
or refusing to do so based upon whether 
he believed such a request was wat- 
ranted, 


A new procedure provides that where 
the taxpayer has requested that an issue 
be referred to the National Office but 
the examining officer or conferee is of 
the opinion that such action is not war 
ranted, the taxpayer shall have the op- 
portunity of submitting a_ statement 
setting forth the facts, law, and argu- 
ment with respect to the issue and the 
reasons why the issue should be referred 
to Washington. These statements wil 
be forwarded to the Chief of the Audit 
Division who will determine, on the 
basis of the taxpayer’s statements and 
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the examining officer or conferee’s state- 
ments of his views, whether advice 
should be requested prior to a determi- 
nation of the issue. (Rev. Proc. 58-14, 
IRB 1958-38, 48.) 


Omission of Gross Income 


In a recent decision involving the 
applicability of Section 275(c) IRC 
1939, the Tax Court enunciated a prin- 
ciple which is equally pertinent to Sec- 
tion 6501(e) (1) (A) (ii) of the 1954 
Code. 

It will be recalled that in The Colony 
Inc. v. Com. (6/9/58, —_ US __; dis- 
cussed in NYCPA, August 1958, p. 595), 
the Supreme Court held that under- 
statement of gross profits was not such 
an omission of gross income as intended 
by the portion of the code which ex- 
tended the statute of limitations for the 
government to make an assessment. In 
reaching this decision, the Court, refer- 
ring to Section 6501(e) (1) (A) of the 
1954 Code, stated that where reductions 
of gross income were overstated in de- 
lermining gross profit, the government 
had sufficient information to make an 
assessment within the normal three-year 
statute. 





The Tax Court went even further 
and held, in a memorandum opinion 
(Electra-Radio, Inc., TC Memo 1958- 
133, 7/11/58) that where gross income 
received on television service contracts 
was deferred and not reported in gross 
receipts, the listing of the deferred 
amount on the balance sheet on page 4 
of the return constituted sufficient notice 





RicHarp S. Hetstein, CPA, has been a 
member of our Society since 1940. He 
isa member of the Committee on Fed- 
eral Taxation and of the Committee on 
Publications. Mr. Helstein is associated 


with J. K. Lasser & Co. 
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to the government to render Section 
275(c) inapplicable. 

Section 6501 (e) (1) (A) (ii) provides 
that “in determining the amount omitted 
from gross income, there shall not be 
taken into account any amount which 
is omitted from gross income stated in the 
return if such amount is disclosed in the 
return, or in a statement attached to the 
return, in a manner adequate to apprise 
the Secretary or his delegate of the 
nature and amount of such item” (em- 
phasis supplied). Since the disclosure 
in the balance sheet of the return would 
meet the italicized portion of the above- 
quoted provision, the decision of the 
Tax Court in Electra-Radio, Inc. would 
seem to be dispositive of the question 
of whether such item constituted ade- 
quate disclosure. 


Business Expenses 


What constitutes expenses which are 
“ordinary and necessary” to the carry- 
ing-on of a trade or business has been 
the subject of much litigation. Although 
each case must stand or fall on the 
facts there involved, one principle has 
evolved which is a test in all cases, 
ie., the expense must be proximate to 
the business. In addition, it has been 
stated that there must have been an 
obligation to make the payment in re- 
turn for consideration. 

In a recent case, however, it was held 
that an “artist’s representative” was en- 
titled to deductions of amounts paid to 
a singer covering his living expenses 
and his singing lessons. These payments 
were made in a vain attempt to develop 
the singer as a star and were deter- 
mined to be proximate to the taxpayer’s 
business. (Lou Levy, 9/30/58, 30 TC 
a= Io, 199.) 

Apparently, expenditures which would 
not constitute deductions to the singer 
on his return (see Reg. Sec. 1.212-1 
(f{)) are deductible by another, if paid 
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in proximate relation to his trade or 
business. 


Averaging of Compensation Received 

In One Year 

When Congress enacted Section 1301 
of the 1954 Code covering the spread- 
back of income received in one year 
over the years in which it was earned, 
it purposely changed the reference from 
“Compensation for Services Rendered” 
(Sec. 107, IRC 1939) to “Compensation 
From An Employmeni” (Sec. 1301, IRC 
1954). The reasons for the change 
were: to do away with the combining 
of various sets of services in order to 
meet the 36-month requirement; to ob- 
viate the separation of services in order 
to meet the requirement that at least 80 
per cent of the compensation be received 
or accrued in one taxable year; and 
to relate the compensation for which 
relief is claimed to a particular project 
rather than to a series of unrelated 
services for the same person. (Sen. Fin. 
Com. Rept. No. 1622, 83rd Cong., 2nd 
Sess., p. 445.) 


However, as often happens, the re. 
sults are not entirely as expected. The 
Tax Court, holding again that the word. 
ing of relief provisions must be strictly 
interpreted, ruled that commissions aris. 
ing from sales orders obtained over a 
period in excess of 36 months, received 
in one. year by an individual acting as 
an independent sales agent, do not con: 
stitute “compensation from an employ: 
ment.” The Court reasoned thai since 
the commissions arose from separate 
orders, they were not attributable to 
“a particular project.” The fact that 
the sales were all to one customer had 
no effect, since the taxpayer “was al 
liberty to sell . . . to any customer he 
might find in his district.” (Ranz, 
10/17/58, 31 TC __ No. 13.) 


Under the 1939 Code, these earnings 
would have been attributed to the years 
earned. In view of the interpretation 
of the intent of the change in the pro- 
vision, it might be well to review the 
contracts of any clients which might be 
affected. 


Commentary 


Three-Year Carryback May Prove to Be 

Other Than a Relief Provision 

When it enacted Section 203 of the 
1958 Tax Law, Congress undoubtedly 
thought it was granting substantial re- 
lief for small business. Section 203 is 
the section which provides for a three- 
year carryback of a net operating loss 
instead of the two-year carryback. How- 
ever, several elements in this change 
combine to detract from its value as a 
tax-relief measure. 

For one, the three-year carryback is 
mandatory and applies to all taxpay- 
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ers — individual or corporate, big or 
small. On the surface this provision 
seems desirable because the carryback 
of a net operating loss, through the 
prompt refund it may generate, places 
money in the hands of taxpayers. This 
is generally better than providing sim- 
ply a deduction which can be used next 
year to reduce a future tax. 

However, immediate benefit from the 
three-year carryback will be realized 
only by taxpayers who have 1958 losses 
in excess of aggregate taxable income 


for 1956 and 1957 and who had taxable 
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income in 1955. For taxpayers whose 
1958 losses could have been fully ab- 
sorbed by carryback to 1956 to 1957, 
no immediate benefit is realized over 
what was already available. Perhaps 
some benefit may be realized if these 
taxpayers also have losses in 1959, but 
that depends upon the particular cir- 
cumstances. 

While some taxpayers may get a ben- 
efit from the three-year carryback, oth- 
ers may be paying additional taxes. 
Consider, as examples, just these three 
corporate cases. 


Case No. 1. Company A had the fol- 
lowing taxable income (loss) and taxes: 








Year Income (Loss) Tax 
1955 $25,000 % 7,500 
1956 50,000 20,500 
1957 50,000 20,500 
1958 (25,000) = 


As a result of the three-year carry- 
back, Company A receives a refund of 
$7,500 whereas under the prior law a 
refund of $13,000 (based on a carry- 
back to 1956) would have resulted. 


Case No. 2. In 1955 Company B had 
anet long-term capital gain of $200,000 
and an ordinary business loss of 
$90.000. As a result, its total tax was 
the alternative tax of $50,000 on the 
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capital gain. Assume the same facts as 
in Case No. 1 for the years 1956, 1957, 
and 1958. By carrying the 1958 loss 
back to 1955 there is no refund, since 
the alternative tax still produces a lower 
tax than the regular tax on income of 
$125,000 ($150,000 less $25,000 carry- 
back). Company B, therefore, is out 
$13,000 it would have gotten if Con- 
gress had not provided this “relief.” 


Case No. 3. Company C in 1955 had 
a U. S. tax of $100,000 which was en- 
tirely eliminated by a foreign tax credit. 
In 1956, Company C had a U. S. tax 
of $50,000, none of which was elimi- 
nated by foreign tax credit. In 1958, 
Company C had a net operating loss of 
$25,000. As a result there is no tax 
benefit from the 1958 loss since the loss 
reduces U. S. tax for 1955 before the 
foreign tax credit and merely creates 
wasted foreign tax credit. But the 1958 
loss is “used up” and cannot be carried 
to any other year. If Congress had not 
enacted this “relief” provision, a refund 
of $13,000 of 1956 tax would have re- 
sulted. (Note: For carryback years 
after 1957 this result might be different 
because of the carryback and carry- 
forward of foreign tax credit.) 

In most cases it is probable that very 
little can be done to overcome these 
situations. Wherever possible in the 
short time left, income might be accel- 
erated into 1958 from 1959, or deduct- 
ible expenditures might be postponed. 
However, where these steps are not pos- 
sible, taxpayers, in some circumstances, 
may truly have been relieved of a valu- 
able tax benefit. 


Depreciation Deduction Allowed to 
Beneficiaries of Estates and Trusts 


In the absence of a specific provision 
in the will or trust instrument, the allow- 
able deduction for depreciation in the 
case of property held by an estate or 
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trust, is apportioned between the fidu- 
ciary and the income beneficiary on the 
basis of the income allocable to each. 
Thus, for example, in the case of a sim- 
ple trust where all income is currently 
distributable to the income beneficiary, 
the beneficiary is entitled to the entire 
depreciation deduction even though he 
does not hold legal title to the property. 
If at some future time the fiduciary sells 
the property, for accounting purposes 
the proceeds of the sale of this principal 
asset will belong to the principal ac- 
count. In calculating the taxable gain 
or loss, does the basis of the property 
have to be reduced by the depreciation 
allowed to the income beneficiary? 

It is clear under the “adjusted uni- 
form basis” concept set forth in Sec- 
tions 1.1014 and 1.1015 of the regula- 
tions that in such cases the basis of the 
property must be reduced by the amount 
of depreciation allowed or allowable to 
the income beneficiary. The deduction 
for depreciation constitutes “an adjust- 
ment to the basis of the property not 
only in the hands of the life tenant, but 
also in the hands of the remainderman 
and every other person to whom the 
same uniform basis is applicable” (Reg. 
Sec. 1.1014-4(b) ). 

The reduction in the basis for deter- 
mining gain or loss on the sale of the 
depreciable property will, of course, 
usually result in an increased capital 
gain. It is probable that under local 
law, e.g., New York State fiduciary law, 
any income tax due on this capital gain 
would, for accounting purposes, be 
chargeable to the principal of the estate 
or trust. 


Stock Purchases at Less Than 
Underlying Tax Basis 
The following plan spells out a 
method whereby one corporation could 
purchase 95 per cent control of another 
corporation even though it does not 
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have sufficient funds to accomplish the 
purchase. Furthermore, where the price 
is substantially less than the seller’s book 
value, the purchaser would not want 
to lose any of the seller’s basis under 
Section 334(b)2. This may be accom. 
plished by retaining the corporate exist- 
ence of the acquired company and hay- 
ing the acquiring company purchase 
only part of the acquired corporation's 
stock. The acquired company would 
then purchase the remaining portion of 
its stock as illustrated by the following. 

Corporation A has been offered 95 
per cent of Corporation B’s stock for 
$22.000. B has a net worth of $26,000; 
included in its assets are $8,000 in cash, 
and plant and equipment worth $4,000 
which can be sold without affecting 
future operations. 4 has only $10,000 
available for investment in B’s stock. 
The following plans were informally 
discussed with the Internal Revenue 
Service prior to requesting a ruling: 

1. Since B’s stock, which is offered 
for sale, is owned by two major groups, 
one owning 52 per cent and the other 
43 per cent, A would purchase the stock 
held by the 43 per cent-group for 
$10,000. B will then redeem for cash 
(existing cash plus cash realized from 
the sale of property) the stock owned 
by the 52 per-cent-group. 

2. Under the second plan, 4 would 
purchase 95 per cent of B’s stock for 
cash. A would have to borrow money 
to effect this purchase. A would be 
merged into B and B’s liquid assets 
would be used to pay the lender. 

The Service indicated that it would 
probably issue a favorable ruling on the 
first proposal, provided the purchase of 
B’s stock is at fair market value and 
there is no Section 318 relationship be- 
tween the stockholders of A and B. 
Under the facts as recited, the Service 
would rule that the redemption of the 
stock of the 52 per cent-group would 
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not result in a dividend to A, the then 
remaining shareholder of B. 

This informal ruling is in line with 
the position of the Service that it will 
follow the decision rendered by the 
Third Circuit Court of Appeals on 
September 3, 1958 in Joseph R. Holsey, 
reversing 28 TC 962 (T.I.R. 109 dated 
October 30, 1958). The Service also 
indicated that it would not rule favor- 
ably on the second proposal since the 
use of a down-stream merger in this 
case would be considered a device to 
circumvent Section 334(b) (2). 


Criminal Penalties Only Where “Willful” 
Failure to Pay Taxes 


In the August 1958 issue this Depart- 
ment pointed out that criminal penalties 
were possible for failure to pay tax. In 
the case of Frank Palermo, the taxpayer 
was convicted by a district court of a 
misdemeanor for failing to pay his 
taxes for two years even though his 
returns were timely filed. On appeal 
to the third circuit, the court ordered 
an acquittal with respect to one of the 
years involved, and a new trial for the 
other year (2 AFTR 2d 5790, Oct. 2, 
1958, reversing 1 AFTR 2d 405, 157 F. 
Supp. 578). Its decision is interesting 
because, as the court points out, this 
was the first appellate case on the 
subject. There is, incidentally, a foot- 
note reference to the fact that there are 
lwo s'milar cases said to be pending in 
district courts at the present time. 

The appeals court stated that there 
was no doubt that the willful failure to 
pay an income tax when due is a mis- 
demeanor. The key word is willful. 
The district court based its finding of 
willfulness on certain facts including the 
expenditure of large sums of money on 
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a house, automobiles and a wedding 
during the years taxes were owed and 
a persistent failure to pay taxes on 
time over a nine-year period. This 
“stubborn, obstinate and perverse con- 
duct” and “defendant’s careless disre- 
gard of his obligations to pay taxes 
when due” ied the district court to say 
that “the conclusion is inescapable . . 
that the series of defaults arose from 
an evil motive.” 

These facts, while certainly bearing 
on the question, are not sufficient to 
determine willfulness, according to the 
circuit court. There must be a finding 
of the “existence of a specific wrong- 


ful intent, an evil motive ... A series of 
defaults, indicating a pattern of be- 
havior, knowingly and _ intentionally 


made, may suggest the existence of the 
specific evil motive. Mere laxity, care- 
less disregard of the duty imposed by 
law, or even gross negligence, unattend- 
ed by evil motive are not probative of 
willfulness.” 

In one of the years with respect to 
which the misdemeanor was charged, 
Palermo made a substantial payment of 
back taxes. Under the circumstances, 
the circuit court held that willfulness 
could not be found for that year and 
ordered an acquittal. No substantial 
taxes were paid in the other year and 
so a new trial was ordered, with this 
aside: “Whether the circumstances stated 
would be sufficient, together with his 
past record of failure to pay on time, 
to establish willfulness under proper 
legal standards at a new trial, may well 

erit the Government’s consideration.” 

The general conclusions in this and 
similar cases will be of considerable 
interest to taxpayers who for one reason 
or another file their returns on time but 
delay paying the tax due. 
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